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INTRODUCTION. 



Because it closely concerns Profit and Loss, the 
subject of Depreciation and Wasting Assets is 
of universal importance, and yet it has hitherto 
received little or no systematic attention. But 
it is evident that this neglect cannot continue 
indefinitely, in view of the present great and 
growing need for the use of reasonably accurate 
methods in computing annual profit and loss, for 
the following amongst other reasons : — 

The enormous and increasing development of joint 
stock and municipal trading enterprise, with the con- 
sequent passing of capital — which half a century ago 
was retained and managed by individual owners, or 
lent on specific mortgage — to the care and manage- 
ment of others, who are expected to uphold the value 
of the capital investment, and to ascertiain and dis- 
tribute the annual profits with due regard to the 
differential rights oi holders of cumulative and non- 
cumulative, preferred, ordinary, deferred, and other 
classes of shares. 

The increasing adoption of schemes of profit-sharing 
co-partnership between capital and labour. 

The increasing burden of income taxes assessable 
on annual profits arising. 

The increasing burden of rates assessable on annual 
value. 
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ITie increaaing demands of labour for higher wages 
and other consideration, based on the declared annual 
profits earned by capital invested in industry and 
commerce. 

The increasing demands for reduction in charges 
for the supply of municipal and other public services 
in the nature of monopolies, such as railways, tram- 
ways, electricity, gas, &o., based on the declared 
annual profits earned by the operation of such services. 

No equitable adjustment is possible under 
any of these heads without the reasonably accu- 
rate assessment of annual profit and loss, and 
this can never be attained without systematic 
attention to the subject of Depreciation and 
Wasting Assets. Under these circumstances it 
is startling to find the general admission that 
the subject is in an altogether neglected and 
chaotic state, coupled with the further general 
admission that, unless a near approximation to 
the outlay on wasting assets which has expired 
within each year (depreciation) is made and fully 
provided for by being refunded out of the 
revenue receipts of the year, no correct state- 
ment of annual profit or loss can be obtained. 

In the middle of the nineteenth century, 
when commerce was carried on by individuals, 
each on his own account, in a vast number of 
small undertakings, and there was no regular 
income tax, it was a matter of small moment to 
the individuals concerned to enquire whether in 
each case the surplus of receipts in or about each 
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year, after payment of the actual cash outgoings, 
and allowing for difference in stock-in-trade, was 
wholly economic profit of the year, or whether 
capital outlay, previously made for the purposes 
of the business, had been wasted in the course of 
the year's operations, involving further expense 
and consequent reduction of the surplus by the 
amount of such waste before arriving at annual 
profit. It was sufficient for their purpose that 
the surplus balance of cash in each case, how- 
ever large, should be available for use as and 
when needed. 

Since that time the conditions under which 
commerce is carried on throughout the world 
have completely changed, and the great bulk of 
it is now controlled, not in small units each by 
an individual owner, but in the form of great 
enterprises, under the guidance of a com- 
parati^-ely few highly-quahfied directors and 
managers acting as agents for a vast number of 
owners who themselves know nothing about the 
business. In these circumstances, directors and 
managers are obviously entitled, and expected, to 
seek anduse the bestavailable means for computing 
with reasonable accuracy the profit or loss resulting 
from the operations of each year. It is strange, 
therefore, that the sulgect of depreciation and 
wasting assets has hitherto received so little 
systematic attention, for it represents a large, 
regularly recurring, and constantly increasing 
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4 IMTBODUCTION. 

part of economic cost, and it is impossible to 
determine the profit or Ices resulting in a given 
period from any enterprise without first ascer- 
taining the economic cost incurred during that 
period. 

To call attention to the remarkable tibeence 
of any attempt to deal witli deprecation in a 
systematic and regular manner is not to say that 
sufficient provision is not made in the long run, 
by hook or by crook, for this important part of 
economic cost by well-managed undertakings. 
But it is quite evident to any impartial observer 
that, even if approximately correct long-period 
results are obtained, the present precarious and 
uncertain way in which depreciation is charged 
to annual revenue often causes the declared 
annual results to oscillate \'iolently between one 
year and another, although the movement of the 
business during the period may have had a quite 
regular tendency. The reason is that the charges 
mode to revenue under the head of depreciation 
in a given year have little or no relation to the 
proportionate ] benefits receivable by revenue 
during that year from the use of the wasting 
assets. The subject is thus of public importance 
even as it affects enterprises administered in an 
able and honest manner, but it assumes far greater 
gravity in- -connection with that large class of 
undertakings which are habitually carried on 
under less sound and capable management. 
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It maat also be noted that the regular treat- 
ment of Depreciation and Wasting Assets is 
necessary to determine with accuracy the annual 
cost (apart from questions of profit or loss) of 
producing commodities and of rendering pubhc 
services, and it is thus of great importance to the 
internal management of industrial undertakings 
in all questions concerning competitive, com- 
paratii'e, or recurring cost, including: — 

Computing cost of production, for the purpose of 
&ung and grading competitire selling prices to cus- 
tomers. 

Comparing coet of production bj machine and hand 
processes reBpectirely. 

Comparing coat of out-turn of machines of different 
age or character. 

Comparing cost of BuccesaiTe similar factory produc- 
tion orders. 

A principal object of this work is to show 
that the present neglect to account systematically 
year by year for expiring capital outlay made 
in advance on revenue account is a matter 
of long-established custom rather than of in- 
evitable necessity. Accuracy cannot, of course, 
be attained, but a system giving results nearly 
approaching to accuracy by comparison with the 
present complete lack of method may be easily 
attained. The accounting for capital outlay, 
dedicated as such outlay always is to a certain 
purpose, constantly expiring, and which, rightly 
considered, is entirely unaffected by current 
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market fluctuations in value, is as important as 
16 the accounting for current cash expenditure, 
which is now always so minutely recorded and 
controlled in its thousandfold greater detail. 
Any class of wasting assets which is worth 
purchasing is worth the making of a simple 
accounting record each year during the period 
of service within which the usable value must 
expire. All that is needed is the use of a suit- 
able accounting equipment, supplementary to 
the ordinary financial ledgers, which shall record 
the estimates of the engineers or other technical 
advisers, and enable the accountants to give due 
financial effect to such estimates. Such an 
accounting equipment would form an invaluable 
key to the details of the capital investment in 
wasting assets as shown in total in the ordinary 
financial ledgers. 

The vital importance of the whole subject 
has always been insisted upon by professional 
accountants, and its neglect continues in spite of, 
and not in consequence of, their attitude. When 
public and official opinion demands it, the 
present evil can be largely remedied without 
encountering any insurmountable difficulties, 
and at a cost infinitesimal compared to the value 
of the benefits obtained ; but, until that time 
arrives, professional accountants are unable to 
give much effective aid, as isolated action in 
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INTRODUCTION. 7 

individual cases, here and there, often presents 
special difficulties and disadvantages. 

The problem of Depreciation and Wasting 
Assets is BO vast and complex that it is apt to 
appal and discourage any sustained striving after 
the use of better methods. But it is clear that 
a great advance in the direction of improvement 
is easily attainable by taking thought, and some 
attempt is here made to set out the results of a 
general survey of the subject, on a basis wide 
enough to include every part, in the hope of 
assisting to influence opinion, and of attracting 
the attention of those best able to develop the 
many and widely different branches of the 
problem. With this object in view, the author 
will be greatly obliged to any interested in 
the subject who may be so kind as to submit 
suggestions and criticisms. 

P. D. Leake. 

LONDO.N", 

IZth November, 1911. 
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DEPRECIATION AND WASTING 

ASSETS. 

CHAPTER I. 

DEPRECIATION. 

In its true commercial sense the word " Depre- Definition of 
elation " means fiill in exchangeable value of 
wasting assets, computed on the basis of cost 
expired daring the period of their use in 
seeking profits, increase, or other advantage. 
Depreciation is a part of the cost of seeking 
profits, equal in Importance to other revenue 
expenditure. 

The fall in exchangeable value of wasting causes of tali 
assets during the period of their use in seeking able ™iue. 
profits may be due to any one or more of the 
following causes : — 

Expiration of time. 

Natural decay. 

Wear and tear. 



Diminution of the mass or source of 
natural raw material. 
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10 DEPRECIATION. 

Diminution of the principal sum involved 
in contracts such as purchased ter- 
minable annuities. 
The term The term "profits, increase, or other 

incr«iw.' or advantage" includes not only all kinds of 
tage." industrial and commercial profits, but it also 

includes the accruing interest contained in con- 
tracts such as purchased terminable annuities, 
and all accruing benefits (having exchangeable 
value) which are received in any form other than 
cash, such as the annual value of a house 
occupied by the owner, or of furniture, or horses 
. and carriages used by the owner. As, however, 
private users do not usually have occasion to 
compute with accuracy the annual cost of their 
own establishments, this part of the subject is of 
little interest from a practical point of view. 
Depreciation ^^^^ important to observe that it is the fall in 

bywiAet**^ exchangeable value occurring during the whole 
fn vlSu""'^ period of use, and,' further, that during that 
period wasting assets are not primarily intended 
for sale in their existing form. They are, in 
fact, out of the market, being all the time 
allocated to a specific purpose in the pursuit of 
which they will end, except as to any scrap or 
remainder value which may ultimately survive. 
Bepreciation of wasting assets is, therefore, 
unaffected by market fluctuations in value due to 
the operation of the law of supply and demand 
during the currency of the period of their use. 
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mind is responsible for that part of the difficulty muat be 
surrounding the subject of depreciation which disrefprded. 
arises out of day-to-day fluctuations in value due 
to the temporary state of supply and demand. 
All such fluctuations must be entirely disre- 
garded, except always in so far as they may 
safely be taken as useful indications in revising 
earlier estimates of the ultimate exchangeable 
value (if any) likely to sur\'ive at the end of the 
period. 

The word " depreciation " in its commercial stock 

, . Bichange 
sense can apply only to wasting assets, and it securities and 

will be shown lat«r that all wasting assets must not waating 

inevitably waste and pass away while applied to 

the purpose of seeking profits, increase, or other 

advantage. Stock Exchange securities and the 

like are not wasting assets. They may either 

appreciate or depreciate in value, but never in 

consequence of the purpose for which they are 

held, which is the true test of what are, and 

what are not, wasting assets.' Realised losses on 

investments in Stock Exchange securities, when 

held for the purpose of receiving income in the 

form of dividends, may be clearly distinguished 

as " capital " losses by the application of this 

test. Such losses should, no doubt, be refunded 

or made good out of profits retained in hand for 

that purpose, and the same applies to any fall in 

the value of investments when it is considered 
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The term 
"Expired 
Capital 
OutUj ■' is 



that the loss may be permanent. But all such 
refunds of " capital " losses are made out of true 
profits arising from the undertaking, except in 
the case of an investment, trading concern 
which is specifically seeking profits from the 
purchase and sale of investments. 

The word "depreciation" is unsatisfactory 
as a definition of that which it is intended to 
imply, for it means much more than is intended ; 
thus, a fall in the value of Stock Exchange 
securities held by bankers and others is no doubt 
correctly described as depreciation in the sense 
opposite to appreciation. Besides being com- 
monly used to express fall in all exchangeable 
value, whether existing in the form of wasting 
assets or otherwise, the word is also used in the 
sense of lowering in estimation, thus : — 

"A method which much depreciates the 

esteem and value of miraclea." 1646. 8irT. Browne, 
Paeud. Ep. IV., X., 205. 

"A great depreciation of the standard of morals 
among the people." 1829. J. Taylor. Enthus. 
IX., 225. 

"Our architectural reputation, never high, ia still 
more depreciated by the building at South Ken- 
sington. 1862. Frat»r'» Maga»in», November, 631, 

The term "Expired Capital Outlay" is 
an exact definition of that which the word 
" Depreciation " is intended to imply when used 
in its commercial sense, and the general adop- 
tion of this term would avoid the common 
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mistakes arising fix)m a natural belief that 
" Depreciation " covers at least all that which 
is opposite to appreciation. - 

With the aid of this definition of the word Questions 
"Depreciation" various questions raised from J^^^^tecc. 
time to time by legal writers in discussing the 
nature of the deductions necessary to be made 
from revenue receipts before arriving at profits 
available for payment of dividends can be readily 
answered. For instance, such questions as these 
are often asked : '* Suppose I buy £100 Consols 
at 80, and at the expiration of a year they have 
fallen to 77^, i8myincome£210s. ornothing? If 
nothing, then if at the expiration of the year they 
had risen to 82^, my Income would by com- 
parative reasoning have been £5, not £2 10s. Is 
the result affected by the question whether" at 
the end of the year I am, or am not, about to 
sell my Consols?" "Suppose a tramway com- 
pany lays its line when materials and labour are 
both dear; both subsequently fall, and the same 
line can be laid for half the money, and, as an 
asset (independent of depreciation from wear), is 
worth only half what it cost. Is the company 
to make this good to capital before it pays a 
further dividend ? If so, then, if the cost of 
materials and labour had risen after the line 
^ was laid, might not the company have divided 
as dividend this aggregation to capital ? " 
Upon such a principle dividends would vary 
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enormously, and sometimes inversely to the 
actual profit of the concern. 
Answers to The answer to the first series of questions is 

queationg. that the Consols, if owned by an individual 
other than a dealer, are held for the purpose of 
obtaining the income, and are not otherwise 
applied in seeking profits, and. therefore, the 
interest received is the true income. A loss on 
the actual sale of the Consols is distinguishable 
as a true loss of capital to the individual because 
it is a realised fall in the exchangeable value of 
that which is not a wasting asset applied to the 
purpose of, seeking profits or increase. The 
answer -to the second series of questions is that 
the tramway company must, after the tramway 
has been laid and equipped, disregard all subse- 
quent fluctuations in the value of materials and 
labour for the reasons already given, except in 
so far as these may safely be taken as useful 
indications in revising earlier estimates of the 
ultimate scrap values. 
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WASTING ASSETS. 



Wasting Assets consist of all forms of Deftnition ot 
exchangeable value which inevitably diminish Aasets. 
while applied to the purpose of seeking profits, 
increase, or ad\antage otherwise than by pur- 
chase and sale, and they include the following : — 
(a) Industrial plant comprising all perishing 
material property otber than that primarily intended, 
for resale. Industrial plant includes, therefore, all 
buildings, plant, machineiy, fixtures, and furniture of 
manufacturers; all buildings, plant, machinery, 
fixtures, and furniture of mines; and all surface 
works (reservoirs, water service, railway sidings, 
roada, Ac) ; the way, bridges, works, stations, rolling 
stock, and all equipment of railway and tramway 
companies, other than site value of land in each case- 
Most of the capital of electric lighting and power 
companies, gas, water, and omnibus companies, cable, 
telegraph, and telephone companies, shipping and 
dock companies, is also invested in perishing indus- 
trial plant, as well as that of many other under- 
takings. The undertakings least affected are 
banking, insurance, investment, and finance companies. 
(4) The mass or source of any natural raw material, 
including bodies of coal and all kinds of minerals, 
deposits of slate, stone, gravel, earths, oil, and nitrate, 
also timber and aU kinds of growing plants yielding 
recurring crops, 

(c) Main shafts, main adits, shafts which develop 
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ore and other underground development undertaken 
to win natural raw material. 

(d) Purchased terminable annultiea. 

{e) PuTchaeed terminable concessions. 

(/) Leaseholds, 

(j) Copyrights. 

(A) Patent rights, 

(■) Goodwill and trade marks. 

Purchased materials and stock held for the 



Materials 

nmiiufcctiire purpose of manufacture and sale are not wasting 
not wastiDK ^.Bsets, neither are gotten mineraU and the like, 

ass^tB. neither 
are Stock ' 



Inherently 



• severed crops, for they are all held for the 
purpose of manufacture, or sale, and do not 
inevitably fall in exchangeable value during any 
period of use in seeking profits. Gotten 
minerals are easily distinguishable from the 
■ mass or source of the natural raw material, for 
the latter, when applied to the purpose of 
seeking profite, inevitably falls in exchangeable 
value during the period of its use in conse- 
quence of the gradual reduction of the mass, "or 
source, aa the product is won. , It has been 
explained in the previous chapter that Stock 
Exchange securities and the like are not 
wasting assets. 

Wasting assetti falling under the four heads 
(a) to {d) are inherently wasting assets, being 
represented by a corpus or ftind (apart from the 
value of mere rights to future profits or increase) 
which wastes in the process of seeking profits. 
Wasting assets falling under the remaining five 
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heads (e) to (i) are not represented by a corpus or 
ftind apart from the value of terminable rights 
to fiiture profits, increase, or advantage. This 
distinction is of importance, especially when 
considering the assessment to income tax of 
annual profits arising. 

All wasting assets, whether consisting of a Wasting 
corpus or fund which inherently wastes, heads waatewUto^ 
(a) to (d), or of terminable rights to future profits, ^purp^se 
increase, or advantage, heads (e) to (i), have the pn^s."^ 
common characteristic that they inevitably fell 
in exchangeable value while applied to the 
purpose of seeking profits, and unless an amount 
equal to this fell in exchangeable value is 
retained out of the revenue receipts of an under- 
taking by being charged to the revenue account 
as part of the cost, the cost will be understated. 
It is easy to ascertain the fall in exchangeable 
value which has taken place in a wasting asset 
at the end of the period of its efficient life, but 
at any time during the currency of that period 
this can only be estimated having regard to all 
known existing conditions and to probable 
future developments. , 
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FIXED AND FLOATING CAPITAL. 



smoniit of 

capital 
embarked, 

and state of 

capital 

inTestanent. 



It is necessary to distinguish clearly between 
the definite amount of capital embarked in a 
profit-seeking undertaking, and the temporary 
states or forms of investment in which tbat 
capital afterwards exists fi-om day to day, and to 
bear in mind that the turning of some of these 
forms of investment into other forms of invest- 
ment, or into money again, is not in any sense a 
reduction of the capital of the undertaking. 
The capital of every profit-seeking undertaking 
is required for two well-defined purposes : 
firstly, to purchase the necessary wasting assets 
and sometimes land (this part of the capital 
being oft^n called fixed capital) ; and, secondly, 
for use in the form of other necessary assets, 
such as sale stock, debts, temporary investments, 
and cash at hink, this part being called circu- 
lating or floating capital. The whole capital 
outlay, however, both fixed and floating, save 
that on land, is constantly circulating and passing 
from one form of investment to another, although 
at very different rates of speed. 
Capital can Capital can exist only in exchangeable value, 

o^cK^'geaWe *"<! therefore capital can only be fixed by main- 
value, taining investments, in some form or other, at 
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ran exchangeable value equal to the fixed capital. 
As wasting assets in which capital resides 
become less in exchangeable value, some other 
form of exchangeable value arises which increases 
J3ther assets, such as sale stock, debts, bank 
balances, or temporary investments. This mast 
happen automatically when an undertaking 
results in true economic profit, provided that no 
greater sum tlian the profit is distributed ; but 
when the undertaking resultd in a loss, or a sum 
gi-eater than the profit is distributed, the capital 
-cannot be maintained except by introducing 
fresh value. 

The theory that the capital and revenue Capital 
■outlay accounts of a profit-seeking undertaking loiiK-period ^ 
.are distinct, in the sense that the accounts mi'Xyf 
relating to capital outlay can be partitioned utf 
.and treated as the capital account, is S" &llacy. 
All capital outlay on wasting assets consists 
merely of payments made in advance on revenue 
account, all of which are constantly expiring in 
the service of the revenue account, and, there- 
fore, the value of the capital investment cannot 
he upheld except by regular and adequate con- 
tributions, which must be retained out of revenue 
receipts by being charged to revenue account. 
These contributions need not remain lodged in 
the bank until the money is required to renew 
the wasting assets. The swelling balance at 
the bank should in the meantime be used, as it 
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generally is uHed, if required, for the ordinary 
purposes of the business. 
Oonatant It increases for the time being the available 

Stweento^ floating or circulating-capital, and, as the moneys 
cBpitBl.^* representing the contributions are retained out 
of revenue receipts, the requirements of the 
busmess may simultaneously increase to an 
extent demanding the permanent use of these 
moneys as additional floating capital. Again, if 
not used to answer a growing need for further 
floating capital, the contributions may be gradu- 
ally absorbed by the purchase of additional 
wasting assets, such as further plant, per- 
manently required by the undertaking. 
Capital In either of these cases, when it becomes 

J^iating "" necessary to renew the (»riginal wasting assets^ 
'te^l^I^ and brmg them up to their value again, the 
*"'■ money, although specifically contributed by 

revenue year by year in the past, will not be 
found at the bank available for use. The reason 
is that it has been already invested to answer 
the growing need of the business for new capital, 
and, therefore, directly the money is required for 
its originally intended purpose, it is legitimate 
and necessary to permanently increase the capital 
of the undertaking by issuing new capital, and 
to use the money provided by this increase of" 
capital to renew the original wasting assets, be- 
cause the undertaking now needs a permanentlv 
larger capital, fixed and/or floating. In the 
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meantime, sums in lieu iit" this new capital have 
been borrowed year by year, as above stated, out 
of the proceeds of the gradual retura of the 
money laid out in the waiting assets which 
formed [>art of the (.»rigiiial " fixed " capital 
investment. 

The use of the new capital for the renewal of Bednoiion of 
the original wasting assets will operate to imy aagetsisnot 

, , , ^ , , , ^ , reductton of 

back the temporary loan borrowed from the capital. 
original '"fixed" capital, which was properly 
made at a time when the money would have 
been otherwise unemployed in . the business. 
Thus the operation of exchanging into other 
forms of value, and so gratlually using up and 
reducing, what are called fixed assets (although 
really wasting assets) in the ordinarj' course ot 
carrying on the business of a profit-seeking 
undertaking is not reducing the capital of the 
business, for the capital (or exchangeable value) 
will be found residing in some other asset re- 
ceived in exchange, which may be in the form of 
sale stt)ck, debts, cash, jilant or other value, pro- 
vided always that the revenue account has been 
in the meantime charged mth adequate sums for 
expired capital outlay. 

In order to demonstrate the continuous lUuBtTaMonof 
BhifUng of value taking place between the '.j^^Xd 
investments supposed to represent fixed ^pi^L*^ 
capital, and the investments suj>posed to represent 
floating capital, take the case of a i)rofit-seekmg 
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undertaking with a capital of £70,000 
invested at the beginning of a period " N," 
in the manner shown in the columns headed 
"Beginning" in the pro form& balance sheet 
set out below. In this case it must be 
assumed that the profits have been correctly 
computed during each part of the period, the 
revenue account having been charged with 
adequate sums for expired capital outlay. It 
must also be assumed, for simplicity, that the 
accrued profits have been distributed immediately 
prior to the termination of the middle and end 
parts of the period " N," except to the extent of 
£1,000, which was undistributed ; and, further, 
for the sake of simplicity, it must be assumed 
that the wasting assets had no remainder or 
scrap value. It is supposed that the total 
depreciation for the period " N," amounting to 
£50,000, had been correctly forecasted and 
regularly provided for, on a basis of equal 
distribution over each part of the period as 
approximating most nearly to the proportion 
in which the beneficial use of the wasting 
assets, having a strictly limited economic life, 
was obtainable for the service of revenue. The 
reasons for the adoption of this basis of distribu- 
tion of expired capital outlay (depreciation), in 
dealing with industrial plant and certain other 
descriptions of wasting assets, are fiilly considered 
in later chapters. 
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Balance Sheet, 

Showing position of Liabilities and Assets at 

three diiferent dates in the period " N." 



LIABILITIES. 


ASSKTS. 1 
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At the heginniiig of the period, £50,000 of 
the capital was invested in wasting assets, and 
would be called fixed capital, and the remaining 
£20,000 was employed in the form of other 
assets, and would be called floating capital. By 
liie middle of the period, it will be seen on 
reference to the columns headed " Middle," the 
unexpired value of the original wasting assets 
has been reduced to £25,000, and, in order to 
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meet the requirements of a growing business 
during that time, additional plant (wasting assets) 
has been purchased, having then an unexpired 
value of £10,000, and, further, the amount of 
floating capital required has risen from £20,000 to 
£35,000, consisting of floating assets, £41,000, 
less debts payable, and undistributed profits, 
£6,000. 
"^ The money used to pay for the additional 
plant (wasting assets) purchased, and for the 
additional floating capital required, is together 
the £25,000 which has been gradually retained 
out of revenue to meet the expired capital outlay 
on the original wasting assets. The capital 
investment is thus upheld at £70,000, although 
altered in character, and now consisting of fixed 
capital £35,000, and floating capital £35,000. 
If during this time the revenue account bad 
been charged with less than adequate sums for 
expired capital outlay, the capital account would 
have been robbed by revenue account to that 
extent, although this fiict would not be apparent, 
because the value of the original wasting assets 
would stand overstated to that extent in the 
balance sheet, the balance of the floating capital 
assets being correspondingly reduced, or the 
debts payable increased, by the amount 
improperly paid away as dividend, assuming 
that this had been done. 

The position at the end of the period "N " 
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is shown in the columne headed " End " in the 
above balance sheet. It is assumed that the 
business had up to this time further inci'eased to 
an extent requiring the use of additional phint 
(wasting assets), having a then unexpired value 
of £20,000, and of additional floating capital of 
£30,000. Both these requirements have in the 
meantime been financed out of the sums taken 
out of the revenue receipts to answer the expired 
capital outlay on the original wasting assets, 
which, at the end of the period, have fully 
expired in the sense of ceasing to have any 
value or useful existence. The fact that this 
would not happen to all the wasting assets 
simultaneously in actual practice does not in 
any way invalidate the principle which it is here 
sought to illustrate. 

At the end of the period the capital 
investment is still fully upheld at £70,000, its 
original exchangeable value ; but only £20,000 
is at that time actually invested in the form of 
fixed capital, the balance of £50,000 being in 
the- form of floating capital. Up to the I^t 
day of the period "N" the manufactured 
out-turn of this increasing business required the 
full and efficient use of the whole plant and 
machinery, including that which originally cost 
£30,000 (part of the £50,000 wasting assets), 
as well as that represented by the additional 
plant purchased during the period. The whole 
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range of plant and machinery, both original and 
additional, was thus rendering efficient service 
up to the end of the period (for otherwise it 
would have been scrapped at an earlier date) ; 
but immediately after the end of the period all 
the original plant was put out of service and 
scrapped, and it is assumed the lease, buildings, 
and patent rights also expired at the same 
moment of time and required renewal. 

In order, therefore, to carry on undiminished 
the manufiicturing and other operations of the 
business as before, it will be necessary to have 
immediately available new wasting assets (lease, 
buildings, plant, and patent rights), and for the 
sake of demonstration it may be assumed that 
these again cost the original £50,000 to 
purchase. On looking at the final position at 
the end of the period, as disclosed in the 
columns headed "End" in the above balance 
sheet, it may seem surprising to find that, 
although the expired capital outlaj' (deprecia- 
tion) has been regularly contributed out of 
revenue receipts, there are no sufficient cash 
resources available to enable the original wasting 
assets to be renewed. 

But, as has been shown in the case illus- 
trated, the £50,000 required for this purpose 
will properly be provided by an issue of new 
capital, which should be made at a time prior to 
the end of period " N " sufficient to allow of the 
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renewal of the wasting assets to be ready for 
service when required. The total capital will 
then be £120,000, instead of £70,000, con- 
sisting of fixed capital £70,000, and floating 
capital £50,000. It is possible to observe, by 
reference to the above balance sheet, the ebb and 
flow which takes place between fixed and floating 
capital investments, although the sum of the two 
should never be less than the full amount of 
capital invested in the undertaking. 

It has been assumed in the foregoing demon- 
stration that the extent of the business bond fide 
increased during the period " N " from a figure 
represented by seven to a figure represented by 
twelve, and it has been shown that under these 
circumstances an increase in capital from 
£70,000 to £120,000 was necessary and proper, 
although the whole amount of such increase 
was needed to i-euew wasting assets purchased 
out of original capital. But the mere fact that 
the cash resources of a business are found to be 
insufficient to purchase new plant or other 
wasting assets when required, even if the sales 
or other receipts have increased, by no means 
proves that it is sound finance to make a new 
issue of capital to provide the necessary money. 

The shortage of cash resources may be due 
entirely to the iact that revenue has in the 
meantime been allowed to consume the capital 
invested in wasting assets, without refimding to 
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neglect to 
account for 
capital 
invested in 
waatiug 



capital, out of the revenue receipts, the value so 
consumed. The value consumed would, in that 
case, have been inadvertently regarded as part 
of the profits, and would probably have been 
paid away to shareholders as dividend, instead of 
being retained, and temporarily invested, to be 
available to renew the wasting assets or ultimately 
to pay back the capital undiminished to share- 
holders, 

How, then, are shareholders, directors, and 
managers to judge of the true financial position 
of an undertaking from the balance sheet in each 
particular case ? The state of such assets us 
sale stock, book debts, and the like is always 
recorded in the accounts with scrupulous care. 
Minute written particulars are available for 
inspection showing the original cost and all the 
subsequent transactions concerning each unit, 
both large and small. It is thus matter of 
common knowledge that the *' floating " part of 
the capital investment, as existing fi"om time to 
time, has been adequately accounted for and 
entered in each aunual balance sheet at carefully 
settled values, based on the known current 
conditions. But no detailed records of the cost 
and present condition of investments, such as 
buildings, plant, and machinery, and other 
wasting assets, supposed to represent fixed 
capital, are available for inspection and c<m- 
sideration, and, therefore, it is impossible to show 
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a reasoned basis for, or to ascertain the suffi- 
ciency of, the annua! refunds (if any) which 
have been made out of revenue receipts to 
capital to maintain the value of this part of the 
capital investment unimpaired. 

To enable any sound opinion to be formed Andcouee- 
as to the financial position of an undertaking, impoBsibilitj 
definite information, based on known fiicts and jni^Miton 
latest estimates, should be available concerning poaitionof an 
the assets supposed to represent fixed capital, "^ "^^ 
just as it is now available concerning the assets 
supposed to represent floating capital. It is, 
however, still customary to do without the'aid 
of any properly developed records relating to 
that jjart of the capital investment represented 
by wasting assets, and, therefore, it must be 
admitted that it is at present impossible to form 
any teasoned judgment as to tlie true financiiil 
position of any undertaking employing wasting 
assets. 

Tlie cause of this unsatisfiictory state of Co-operation 
affairs is to be found for the most part in the between 
neglected condition of that branch of annual ^^^falts. 
accounting which calls for co-operation between 
engineers and accountants, and which has to do 
with transactions combining fact (known cost — 
save the case of an original owner working a 
mass or source of natural raw material, when the 
value must be estimated) and long-period 
probability (unknown life and scrap value). It 
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is true that the amount of the provision for 
anrrnal expired capital outlay (depreciation) is 
email compared with the enormous volume of 
other transactions involving current receipt and 
payment of money, which are accounted for with 
such scrupulous care and accuracy ; but, never- 
theless, this necessary provision often equals or 
exceeds the amount of annual profit, and 
is therefore of vast importance. 

It should be explained that all original, 
additional, and renewal capita! outlay on wasting 
assets, such as buildings, plant, and machinery, 
is at present usually recorded in one or more 
capital outlay accounts in the financial books, 
and that when annual depreciation is charged to 
revenue it is arbitrarily computed, either as being 
equal to some fixed percentage calculated on 
the reducing balances of these capital outlay 
accounts, or as being equal to a lump sum which 
is allocated out of the surplus balance of the 
annual revenue account. An alternative method 
used is to charge revenue haphazard with the cost 
of renewing wasting assets as and when this is 
incurred, in lieu of charging properly measured 
annual depreciation. All these methods are 
unsatisfactory, precarious, and inadequate, and it 
is certainly true to say that no reasoned judgment 
can be formed as to the justification or othei-- 
wise for an issue of new capital required by an 
undertaking using wasting assets, which is a very 
serious indictment of present accounting methods. 
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" It is impossible to determine the profit or loss Definition of 
arising in a given period out of the capital Cost. 
invested in any enterprise without first 
ascertaining the economic cost incurred during 
tliat period, exclusive only of interest on o^vner's 
capital, which interest forms part of any profit. 
This economic cost may be defined as " Applied 
exchangeable value minus interest on owner's 
capital." It is exchangeable value merged, 
converted, or used up in one form in seeking 
something of greater value in another form. In 
computing profit or loss for any period, the 
revenue account must therefore be charged with 
a sum equal to the exchangeable value merged, 
converted, or used up during that period. 

In the case of any enterprise using wasting Factors of 
assets, this used-up value will include sums cost. 
representing the exhaustion, in whole or in part, 
of wasting assets previously acquired and paid 
for. It wUl also include the value of materials 
used up, and of work or services perfonned, 
during the currency of the period, and it may 

' include sums representing the exhaustion, in 
whole or in part, of wasting assets purchased 

<^k 
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before, but not paid for until after, the 
expiration of the period. 

The date of actual payment of cash is of no 
importance when computing economic cost to 
ascertain profit or loss, for cost incurred during 
a given period is not confined to the outlay for 
which money has then to be actually disbursed, 
but is the sum of exchangeable value which has 
passed away or been merged in pursuit of the 
particular object. If the sum of exchangeable 
value produced during any period be greater, 
there is a profit ; if it be less, there is a loss. 
The word8"cost," "expense," and "expenditure" 
are jjenerally taken to mean something which 
involves an outlay of money at <»r about the 
l)re8ent time, but in the economic sense they 
mean the amount of value consumed in securing 
the value produced. 

It is clear, therefore, that cost incurred 
during any period has no relation to the amount 
of value purchased or paid for, but is the amount 
of value consumed during that period. While it 
is true to say that cost is generally regarded as 
being practically confined to expenses invohing 
present money outlay, and that that part of cost 
is commonly carefully recorded and adequately 
accounted for ; it is equally true to say that the 
other part of cost, relating to past money outlay 
on wasting assets, the value of which is being 
daily consumed in the course of carrying on the 
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"business of an undertaking, is not considei-ed as 
outlay which can be syBtematically recorded and 
carefully accounted for, and, therefore, it receives 
little or no accounting attention. 

It cannot by any means be dcnietl that DepKciaiion 

1 .. ,, ., , i<»s much 

depreciation, or expired capital outlay, is as part of 
, „ . ... Economic 

much a part of economic cost as is, for instance, cost as axe 

the sum paid by the manufactui'cr for wages. 

The only difference between the two classes of 

expense is that in one the money is paid, or the 

•exchangeable value outlaid in advance, and the 

•objective consideration received at a later date ; 

and, in the other, the consideration (the man's 

work) is received first, and the money paid 

immediately afterwards. 

The necessity for treating expired capital Views of 

economists. 

-outlay as part of economic cost has always been 
insisted upon by econoniists ; thus McCuUoch, on 
•''Political Economy," says: — 

" If the produce derived from an undertaking, after 

defraying the necessary outlay, be insufficient to 

replace the capital exhausted, a loss has been incuired ; 

. . . if it is merely sufficient . . . there is no 

annual profit." 

The meaning of the words "capital exliaustcd" 
used here is evidently identical with the meaning 
of the words "expired capital outlay." Again 
McCuUoch says : — 

" Profits must not be confoiutded with the pro- 
duce of industry primarily received by the capitalist. 
They really consist of the produce, or its value . . . 
D 
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after all necessary pajmente have been deducted and 
after all the capital wasted and used in the under- 
taking has been replaced." 
liiustmiion 111 order to demonstrato this fact, suppose a 

Cost. manufacturer purchased a lease of land, and built 

and equipped a factory upon it, and carried on a 
manufacturing business over a period "N," witli 
the result shown below : — 

Revenuk Account for the period " N." 





J)r. 




€,. 




£ 




£ 


Capital outlay of mouey 




Current reoeipta of 




Leoae 


2,000 


money, after re- 




Buildings 


10,000 


ceiving all debt« 




Plaat and macMnery 


30,000 




£1,060,000 


Patent righta 


8,000 

no,ooo 






Current outlay of 








money, including 








materials, laboiu-. 








and otter erpeuses, 








after paying nil 








debts payable ... 


930,000 






Economic Cost 


1,000,000 






Profit .* 


eo.ooo 

£1,060,000 






£1,060.000 











DifBculty ii 
computing 



Suppose, at the end of the period "N," the 
buildings and equipment were obsolete, and were 
taken over by the landlord to cover the cost of 
removal and making good. In this case it is 
clear the manufiicturer earned a profit over the 
period " N " of i;60,000 at a cost of -^1,000,000. 

But the difficulty in computing economic 
cost arises largely fi'oiii the fact that in practice 
it is necessary to di^-ide the period "N" into- 
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parts known as years, and to estimate the profit 
which has accrued within each of such years. 
The outlay on the leatse, buildings, plant, 
machinery, and patent rights, amounting to 
£50,000, is paid in advance out of capital, and 
called capital outlay or capital expenditure, 
while the cost of materials, labour, and other 
current expenses, amounting to £950,000, is 
paid for out of current receipts spread over the 
whole period " N." 

Owing to the difficulty of estimating the Negiett t.j 
proportion of the £50,000 capital outlay which expired 
has expired within each year of the period " N"," ^t of imnniii 
it often happens, in estimating the annual profits receipts. 
of an undertaking, that no serious attempt is 
made to provide for that part of the cost which 
consists of expired capital outlay. It is some- 
times ignored altogether until the value has 
been used up, and in other cases provision is 
made in a spasmodic and haphazard manner, 
without the use of any regular scheme for 
annual measurement based on properly recorded 
&cts and latest estimates of useful life periods 
made in accordance with the current outlook. 
In the case stated it might even happen that, by 
the end of the period "N," the annual profits 
have been computed as amounting to £110,000, 
and have been assessed to income tax and 
distributed accordingly, entirely overlooking 
the &ct that the original £50,000 invested 

."'. ^Ic 
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by the manufecturer has in the meantime 



If the profits for the period " N " have been 
computed at £110,000 instead of at JE60,000, 
they will have been overstated by no less than 
83"3 per cent. Assuming the period " N " to 
be twenty years, the so computed profits would 
be equal to a dividend of 11 per cent, per 
annum on a capital of £50,000 — omitting for 
simpHcity working capital, which is not always 
required — whereas the actual profits are equal to 
a dividend of G per cent, per annum on that 
sum. 

Consequent If the undertaking is owned by shareholders, 

shortage ot ^ , 

actuaicapitai. and is to be continued after the end of the period 
" N," it is probable that during, or towards the 
end of, that time, sums would have been set aside 
by the Directors aimually out of what would often 
be called "profits," and carried to the credit of an 
account called Reserve for ^ene^vaI8, or Reserve 
for depreciation, and shortly before the end of 
the period an invitation would have been issued 
to shareholders to take up further Preference or 
Ordinary Shares to provide capital which might 
be truly stated to be required to renew and 
enlarge the factory. Suppose, under these 
circumstances, a sum of, say, £20,000 is standing 
to the credit of the reserve account at the end of 
the period " N," being the total of the sums set 
aside for depreciation out of so-called " profits " 

, , ,...> Google 
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during the period, this amount will be available 
to go towards the cost of rebuilding and equip- 
ping the new factory, provided the money hae 
not already been absorbed in the purchase of 
additional fixed or floating capital assets, as 
already described in the chapter on " Fixed and 
Floating Capital." 

And if the new equipment for the under- And inflation 
taking is now on a somewhat larger scale and tapitai. 
costs £60,000, instead of the origmal £50,000, 
to renew and enlarge, the flhareholders will have 
to add a further £40,000, instead of £10,000, to 
their previous investment of £50,000, and the 
new fiictory equipment and other wasting assets 
will then stand in the books at £90,000, made 
up, as to £60,000, the actual cost, and as to 
£30,000, the balance of expired capital outlay 
(depreciation) on the old fiictory equipment, 
lease, and patent rights, which should have been 
charged to revenue during the period " N." 

In the particular case stated the position of obBcuritj- of 
affairs would be clear enough to the directors position. 
and others having access t<) the books, hut in 
actual practice the true financial position is 
always effectually obscured, owing to the fiict 
that the useful life of each class and sub-division 
of wasting assets comes to an end at a different 
time, and as it becomes necessary to expend 
money on the renewal of each of the many 
different classes and sub-divisions at the end of 

<^i^ 
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the useful life of each, the cost of replacement 
is charged to capital outlay as a matter of 
course, without any means of first ascertaining 
whether all the original cost has been duly 
charged to revenue. It is usual to charge the 
whole of such renewal expense to capital outlay 
in the case of those undertakings which make a 
charge to revenue purporting to answer the 
unknown cost of depreciation or expired capital 
outlay, although the extent of this charge is 
itself often dependent upon the success or other- 
wise of each year's operations, and upon other 
considerations turning on the hnancial conveni- 
ence of the moment. 
Need of Whether economic cost is at present in many 

^^^^tinjr cases largely understated, and if so to what 
outi^^'**' extent this condition pre^'ails, must be left to 
the determination of others ; but, however this 
may be, it is clear that the entire absence of 
organisation and method in recording and 
measuring expired capital outlay (depreciation) 
is an undesirable state of aifairs. In unknowing 
or unscrupulous hands j^e financial evils arising 
out of this condition cif chaos can scarcely be 
overstated, and the time is rapidly approaching 
for the general adoption and compulsory use of 
some suitable form of recording equipment 
providing a flexible scheme of measurement of 
annual expired capital outlay, based on recorded 
facts and latest estimates of useful life periods 
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and scrap values, made from time to time and 

kept up to date in accordance with the current 

outlook. 

A study of the subiect will show that this is Thead»iin- 
■ 1 . , . , , - ■ „ tage of thi» 

■quite practicable, and that the admimstrators oi compared 
any kind of enterprise may, by taking thought, 
■develop and adapt a suitable scheme, which may 
be regularly used year by year with great 
advantage, at a cost infinitesimal compared with 
its value. 

It will be convenient here to call attention p«ymeutof 
to the fact that the payment of dividends by airiS^udBis 
joint stock companies is not in all cases limited "i^ted*^ 
by English law to the amount of economic profit of profits, 
earned. The legal position is clearly stated in 
"Buckley on the Companies Acts," ninth edition, 
where, in discussing Article 97 of Table " A " 
of the Companies (Consolidation) Act, 1908, 
which provides that " no dividend shall be paid 
otherwise than out of profits," it is stated : — 

"IhB profits of the business are the excese of 
revenue receipts over expenses properly chargf able to 
revenue account. As to wliat expenses are properly 
chai^able to capital and what to revenue it is neces- 
sarily impossible to lay down any general rule. For 
the purpose of ascertaining profit available for 
dividend, capital account and revenue account are to 
be treated as separate aecounts." 
These principles are not antagonistic to the 
economic fiicts discussed in this chapter if the 
word "expenses" be read as meaning "cost." 
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It has been already shown that the capital 
investment, in some form, must be maintained 
unimpaired, and so kept separate from revenue 
in the sense of being kept intact. But the 
portions of such assets as cash at bank, debts, 
or stock, which may for the time being represent 
part of the capital investment, cannot be 
earmarked and recorded in a separate account as 
capital. 
Legal Tlie decisions in the following among'st other 

decision, t« . . 

T. Naichaiei. interestmg cases are quoted in ' nuckley on the 
Companies Acts," ninth edition : — 

"In Lee v. Neitekatel Company (41 Oh. Div. 1) it 
was held that if the objects of the Company include 
the sinking of capital in the acquiaition of wasting 
property, even depreciation by waate is not necesaarily 
a revenue ohai^, but may by the regulations be 
thrown upon capital If the memo- 
randum of aaaoeiation provides that the object of the 
Company shall be to aink its capital in a wasting 
property and aoquiie profit by working that property, 
then the gradual diniimition of the property by waste 
is a gradual destruction of the Company's capital, 
which may be nithin its objects legitimate. . . 
it is for the shareholders to say whether or not they 
will put by a sinking fund to meet the waste, and the 
proper place to find thia ia in the Articles. They may. 
if they like, but they are not bound so to provide," 

\jgg^ "In Lamhert v, Neuchatel AtphalU Company £1882] 

dooiBion, W.M. 128; 30 W.E. 913. It was held that tlie 

Seuehtttet Articles had given a general meeting power to declare 

j<^*«/to what were net profits, and that the Court could not 

aaaume jurisdiction to determine it." 
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Sir Heiiry Buckley states : — T^gai dicu. 

" The fact is that the law is much more aocurately 
espreased by saying that dividends cannot be paid out 
of capital than by saying that they can only be paid 
out of profits. Tlie latter expression leads to the 
inference that the capital miiat always be kept up and 
be represented by assets, vrhich if sold would produce 
it. This is luoi-e than the law requires. Fixed 
capital may be sunk and lost, and yet the excess of 
current receipts over current payments may be diyided. 
But floating or eirculatiug capital must be kept np, as 
otherwise it will enter into and form part of such 
excess (seeing that circulating capital, with the parti- 
culars of its purchase and sale, must appear in revenue 
account), in wluoh case to divide such excess without 
deducting the capital which forms part of it will be 
contrary to law. (Per Lindley, L.J. : Vemer v. Sen. 
Truit [1894] 2 Ch. 266)." 

It may be said with equal truth that fixed Legal 

,,, doctrine 

capital should be kept up, as otherwise it will protecto 

T ^ ,. , !■ 1 commprcUl 

enter into and lorm part oi the excess, tor the practice. 

particulars of its sale are equally included as 

part of the sales ap|)eariiig in the revenue 

account, but the particulars of its cost — that is, 

the properly measured charge for expired capital 

outlay (depreciation) — areoftenomittedaltogether 

from the revenue account. The legal doctrine 

as to the difference in the treatment of the fixed 

and floating assets, when the declared object of 

the Company is to sink its capital in wasting 

assets (called fixed capital), is doubtless necessary 

in order to protect the common commercial 

, , ,...> Google 
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practice in the treatment of the accounts of 
collieries, mines, and other similar undertakings, 
where no serious attempt is made to ascertain and 
charge to the annual revenue account a propor- 
tionate part of the original coat of the diminishing 
mass of raw material. Thus the suri>lus balance 
of the annual revenue account, which is generally 
regarded as profit and distributed as dividend, 
includes, and may sometimes wholly consist of, 
exhausted capital outlay which has not been 
provided for out of revenue, 
i The law thus allows considerable latitude 
when the declared object of an undertaking is to 
sink its capital in wasting assets ; yet directors 
are bound to make proper investigation before 
recommending the declaration of a dividend, and 
Sir Henry Buckley further states : — 

"But if a dividend be declared without proper 
investigation of the financial position of the Company 
. . . . the burden is on the directors to show that 
the dividend was properly declared, and in default a 
director will be ordered to refund the dividend he has 
leoeived {Banee'i eeut, 6 Ch. 104); and if directors 
pay dividends out of capital, tliey may be liable for 
the whole amount so misapplied, {National F^nAt 
Cimpanif, 10 Gh.D. 118; Oxford Building Society, 35 
Gh.D. 502; Letd* Ettate Company v. Shephrd, 36 ' 
Ch.I>. 787)." 



DD.:ea by Google 



THK INTEREST QL'ESTION. 



CHAPTER V. 

THE INTEREST QUESTION. 



The interest question in connection with Depre- interert 

elation and Wasting Assets deserves careful ciesCTreacaw- 
. , . -, , ■ ■ 1 ^' attention 

consideration, and some prelnninary remarks on 

the nature of interest may be convenient. 

In theory interest is always accruinji' on Natiwe of 

• iiilcrest. 

principal, the sura of which is always increasing 
by the accruing interest ; but in commercial 
practice some definite i>eri(xi, or rest, is 
adopted, at the end of which period interest at 
the agreed rate is computed on the principal 
sum outstanding at the beginning of that period 
and the amount of such interest is then either 
immediately paid off in cash, or forthwith added 
to the principal sum upon which interest will 
next be computed, and so on. In commercial 
practice, therefore, interest remains un|>roduc- 
tive until it is computed at the end of each 
period. It is thus really in the nature of a 
periodical rent, charged by a lender to a 
borrower, for the use of money. 

The periods or rests may be of any length, importance 
but they usually cover three, six, or twelve ^riodiicv 
calendar months. Commercial interest is com- "*'"' 
monly described as being at a stated rate per 
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cent. i)er annum, but if the rests used cover 
periods either shorter or longer than one year, 
the expression is inaccurate unless qualified by 
the further words *' payable quarterly " or 
* " payable half-yearly." Thus, with half-yearly 
rests, interest is often described without quaUfi- 
cation as bein^ at a rate of, for instance, 5 per 
cent, per annum when it is in feet a rate of 2^ 
per cent, per half-year, and greater than a rate 
of 5 j>er cent, per annum, and with rests 
extending over two years it is less than a rate 
of 5 per cent, per annum. The reason is, of 
course, that from the time interest is either paid 
to the lender or added to the principal sum, it 
acquires productive power itself, so that if the 
time recurs other than once a year it varies the 
consideration and thus the eifective rate of 
interest passing to the lender. This fact may 
assume importance where, for instance, debenture 
or preference stockholders are entitled to a share 
of the profits of an undertaking limited simply to 
a stated rate per cent, per annum on the par 
value of their holdings. 
Definitions ot Interest has been variously defined as 
Cora^^iai money paid for the use of money lent, or 
^^^ for forbearance of a debt according to a 
fixed ratio (rate per cent.), and it is also 
said that interest is the increase of ap 
indebtedness by reason of the lapse of time, and 
that interest is possible only in case of the 
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existence of a debt. Compound interest is 
interest upon interest, and in commercial prac- 
tice it operates when an amount of interest, 
computed at the end of any period, is added to 
the principal sum, instead of being paid off in 
cash. Interest may be compounded in this way, 
either quarterly, half-yearly, yearly, or otherwise, 
according to the length of the period or rest 
used in each case, and it is then described as com- 
pound interest in commercial practice. 

As a e'eneral rule, in computius the profit or i^op« wse of 

^ ' , intercBt. 

loss of an undertaking, interest should only be 
■employed in commercial accounts when it is 
actually payable or actually receivable as interest. 
The amount of the profit or loss of an under- 
taking is .itself the interest (increment) or 
■discount (decrement) resulting from the capital 
■employed. On the other hand, in computing the 
«ost (as distinct from profit or loss) of producing 
•commodities or other values, or of rendering 
public or private services, interest at a suitable 
rate on the capital employed is an imj>ortant part 
of cost, and in computing annual cost must always 
be properly distributed as " Interest on Capital." 
Interest is, however, often used in commercial 
;account9 in other ways, with results which are 
not always apparent, as will be seen from the 
illustrations set out below. 

There are two common methods of making Ammity 
provision for expired capital outlay (deprecifltiou) ™mputing 

depreciation. 
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which involve the use of interest : one known as 
the annuity method, in which revenue is charged, 
» under the head of depreciation, with equal annual 
/ sums sufficient to pro\'ide at the expiration of 
tlie estimated hfe of, for instance, industrial 
' plant, an amount equal to the original cost 
thereof, plus interest on the capital for the time 
being remaining invested therein. An amount 
equal to that part of these annual sums which 
represents interest is credited in annually 
diminishing amounts tt» the revenue account, so 
that, taking the difference between the constant 
amount debited for depreciation and the 
diminishing amount credited to revenue each 
year ■ as interest, the result is really to throw 
increasing annual burdens upon the revenue 
account as the industrial plant gets nearer to the 
end of its life. 
lUuatraHou The effect of this method will be clearer by 

mcthwL ' taking an imaginary case, in which industrial 
plant, having an estimated life of ten years, has 
cost £6,000 and is to be written off within that 
pericxl t)n the annuity system, charging interest 
at 3 per cent, per annum upon the diminishing 
balances. In this case the constant annual sums 
chargeable to revenue for expired capital outlay 
would amount to a total, during the ten j'cars, of 
^67,033 6s. 8d., and the diminishing sums which 
would be credited to revenue in respect of 
interest amount to a total of ^^1,033 6s. 8d. 



THE INTKKEST QUESTION'. +7 

The figures are shown below : — 







Eipired capital 
oull^ churgt'd to 


Interest 
Rer*nut>. 


^i-,-i';.S" 


liir : 

3i^ „ . 

ith „ . 
5th „ . 
ath „ . 
Ttlt „ . 
8tl. ., . 
9th .. , 
lOth „ . 




S >. d. 
703 6 % 
103 6 8 
703 6 8 
703 6 8 
703 6 8 
703 ft 8 
703 ft 8 
703 6 8 
703 6 8 
703 6 8 


£ >. d. 
IHO U 
164 3 4 
m 6 8 
131 13 4 
114 11 8 
96 13 4 
78 ft 8 
5U 3 4 
40 
20 8 4 


523 6 «■ 
539 3 4 
555 
571 13 4 
588 15 
606 13 4 
625 
644 3 4 
663 6 N 
682 18 4 


ToUl . 




£7,033 6 8 


£1,033 6 8 


£6.000 



Thus the debiting of interest to that part of the 
capital investment represented by industrial 
plant, and the crediting of this as interest to 
revenue, creates the necessity, as shown above, of 
debiting revenue with a coiTespondingly larger 
sum under the head of depreciation, and l^■riting 
off this larger amount from the capital invest- 
ment to offset the interest charged thereto, the 
operation resulting in an unfair aiuiual distribu- 
tion of the depreciation charge. 

The other methixl of providiner for deprecia- sinkinB fund 

■ y , . , , . - . , , method of 

tion i»Volving the use oi interest is that known computing 
as the sinking fund method, and to make the 
effect of this clearer a case may again be taken of 
a purchase of industrial plant which cost £6,000 
and has a life of ten years, where the sinking 
fund method is to be applied, involving yearl}' 
instalments being taken out of the business 

, ,-...> Google 
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and invested in outside securities, yielding, say, 
3 per cpnt. Here the equal annual sums charged 
to the revenue amount to ii523 6e. 8d.,' or a 
total for the ten years of £5,233 6s. Sd., and 
the total interest earned on the invewtraents 
in securities outside the business amounts to 
£766 138. 4d., being altogether £6,000. 



of sinldiig 
luiid nketuou. 


The figures are as 


bllows : — 














cajS'ouaar 


Intereot (rom 


Actuid burden 






•!bsrikfSt-^<a. 




™ "* """" 






£ B. d. 


« -I d. 


£ s d 




1st year ... ' 5'2S 6 8 




523 «' a' 




2ud „ 


.. i 523 6 8 


15 16 8 


-739 3 4 




3rd „ • 


523 e 8 


31 13 4 


555 




«h „ 


..1 b2d 6 8 


48 6 8 


.i71 13 4 




5tb „ 


..1 523 6 8 


e5 8 4 


.188 13 




6th „ 


523 6 8 


83 U 8, 


60B 13 4 




7th „ 


.. , 523 6 8 


101 13 4 


fi25 




8th „ 


.. ■ 523 K 8 


120 16 8 . 


644 3 4 




9th „ 


523 (i 8 


140 . 


(563 (1 8 




10th „ 




rm a H 


159 11 8 


1182 18 4 
£6,000 




Total 




£5,233 C 8 


£766 13 4 



By this method £766 1 3s. 4d.,'the total of the 
annually increasing interest from the investment 
of the money gradually released from the original 
cost of the industrial plant, is diverted from the 
credit of the revenue account, where it ought to 
appear, and is applied direct to the purpose of 
helping to accumulate, by the end of the economic 
life of the industrial plant, the sum of £6,000 
(original cost), revenue account having in the 
meantime been charged with a less sum by 
£766 13s. 4d. than the actual provision which 
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was made by the aid of this method ; so that 
the true effect is an omission fixtm both sides of 
the revenue account, under the heads of depre- 
ciation on the one side and of interest on the 
other side, of annually increasing sums amounting 
dining the ten years to £766 13s. 4d. 

If a record of these so omitted annually 
increasing sums is introduced to both sides of 
the revenue account, it will be fomid that the 
sinking fund method has exactly the same 
effect as the annuity method, for in both cases 
the actual burden upon revenue for the first i 
year of the ten is £523 6r. 8d., and this 
increases imtil, for the last year of the ten, it is 
£683 18s. 4d. It must be remembered that in 
the sinking fiind method the interest from , 
investments is really received, whereas in the 
annuity method it is a mere fictitious entry, and, 
therefore, in order to get back to &cts, must be 
cancelled by deducting it each year from the 
amount charged as depreciation on the debit 
side of the revenue account. 

If a comparison is made between the total coapanBon 
sum of £7,033 6s. 8d. charged as depreciation annuity and 
during the ten years to the revenue account ne^d^™ 
under the annuity method, and the total sum of 
£5,233 6s. 8d. charged in like manner during 
the same period under the sinking fund method, 
it will be found that the difference of £1,800 
represents a sum equal to 3 per cent, for the 
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whole period of ten years on the £6,000 
originally paid for the industrial plant ; for the 
first-named method operates to add £1,033 6s. 8d. 
to the true amount of expired capital outlay 
(depreciation), and the last-named method 
operates to deduct £766 l3s. 4d. from the true 
amount of this. 
Effect of In a gping concern, having the use of a 

S^^^ definite capital, the charging of interest on that 
^Sin^ertf P^rt of the capital investment represented from 
time to time by the imexpired capital outlay on 
wasting assets is nothing more than a transfer of 
the amount of such interest from one nominal 
account to another, which has very little ultimate 
effect, although it varies the distrihutioii of the 
annual profit over the series of years. It is 
really a manipulation of certain heads of capital 
outlay and certain heads of annual revenue^ 
within the undertaking itself, which, as between 
one year and another, has important effects on 
the balances of the capital outlay and revenue 
accounts respectively, but does not vary the sum 
of the annual computations of profit or loss 
extending over the whole-life period ,except to 
the extent -of a small difference in the annual 
earning power of the money released each year, 
caused by the difference in the rate of its annual 
accumulation. This will be made clear by an 
examination of the following illustration. 
mu6b«tion Suppose a case in which a sum of £6,000 is. 
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invested in industrial plant having a life of ten 
years, and suppose the amounts of the sales and 
current expenses are constant in each of the ten 
years, the sale of the product of the industrial 
plant bringing in £13,000 per annum, and the 
current purchases of raw material, wages, and 
other expenses amounting to £12,000 per 
annum, leaving, therefore, £1,000 p^ annum to 
answer expired capital outlay (depreciation) 
and profit. The following figures show the 
difference in the revenue results as between one 
year and another — (a) charging interest at 3 per 
cent, on the capital investment, known as the 
annuity method ; and (b) omitting interest on 
the capital investment. In both cases the 
results are equal over the whole-life period, and 
show a profit of £4,000 : — 







Chafing interest at S p« »nt. 


Omittii>gii>l««l.| 




Expired 


InteMit 
crediUd to 


"HH™ 


^.sa. 


SIS' 


BMUliii, 
proflt. 


iBtyear 
2nd „ 
3rd „ 
4th „ 
5th „ 
6th „ 
7th „ 
8th „ 
9th „ 
lOth „ 




703 6 8 

703 G 8 
703 G fi 
703 6 8 
703 6 8 
703 6 8 
703 6 8 
703 6 8 
703 6 8 


180 
164 3 4 
148 6 8 
131 13 4 
114 11 8 
96 13 4 
78 6 8 
59 3 4 
40 
20 8 4 


523 6 8 
539 3 4 

555 
571 13 4 
588 15 
606 13 4 
625 
644 3 4 
663 6 8 
682 18 4 


476 13 4 
460 16 8 
445 
428 6 8 
411 5 
393 6 8 
375 
355 16 8 
336 13 4 
317 1 8 


600 
600 
600 
600 
600 
600 
600 
600 
600 
600 


400 
400 
400 
400 
400 
400 
400 
400 
400 
400 






£7,033 6 8 


£1.033 6 8 


£6,000 


£4.000 


£B,000 


£4.000 



In this case it is assumed that the industrial 
plant has done its work efficiently during the 
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whole of its efficient life, and it is submitted that 
on the stated fiicts the true economic profit of the 
first year is nearer to £400 than to £476 ISs 4d., 
and of the last year to £400 than to £317 Is. 8d. 
The accumulated portion of the £6,000 which 
has been released to the end of each year under 
each of these two methods varies, and is shown 
below, and a column is added in each case 
showing interest at 3 per cent, per annum on the 
accumulated amount so released, as being the 
minimum earning power of this money to the 
undertaking for use in other ways. This table 
is inserted expressly to show the extent of the 
difference between the annual earning power of 
the varying amounts of money released under 
each of the two methods : — 





■'"n.-s-"' 


im™» 


OmitUngtoWmt. 1 












portJoDur 


B^» power 


eimJng^ 

portim 
Rleuad. 




amtag 


£ e. d. 


» B. d. 


S >. d. 


JG 


< 


Ist year.. 


281 13 i 


7 17 


1 3 


soo 


9 


and „ .. 


787 18 4 


23 12 9 


3 7 3 


900 


27 


3rd „ .. 


1,340 


40 4 


4 16 


1,500 


45 


4th „ .. 


1,903 6 8 


57 2 


5 18 


2,100 


C3 


5th „ .. 


3,480 10 10 


74 10 1 


6 9 11 


2,700 


81 


6th „ .. 


3.081 5 


92 8 9 


611 3 


3,300 


99 


7th „ .. 


3,697 1 S 


IIO 18 3 


6 1 9 


3,900 


U7 


8th „ .. 


4,331 13 4 


124 18 10 


5 1 2 


4,E00 


135 


9th „ .. 


4,985 8 4 


149 U 3 


3 8 9 


5,100 


153 


10th „ .. 


5,658 10 10 


169 15 1 


1 4 11 


6.700 


171 
£900 


£855 18 


£44 a 



NoTB. — The amouata appearing iu the columus headed 
"Accumulated portion of £6,000 released" allow for the fact that 
each periodical contrlbation accrued continuously over eMh period 
and not ia one sum at the eud ol each period. 
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In the case of a going concern using a incommeiciai 
definite capital, the moneys retained out oi interest 

, . , , ebonld not be 

revenue to answer expired capital outlay on charged on 

wasting assets (depreciation) are, a« a rule, np m wasting 

immediately requisitioned either to purchase '**' 

other wasting assets, thereby maintaining the 

volume of the " fixed " capital investment, or fur 

use in some otlier form as part of the " floating " 

capital investment, as explained in the chapter 

on " Fixed and Floating Capital." If, however, 

the moneys are not required for either of thfese 

purposes, they will, doubtles^iie temporarily 

invested in income-yielding securities, so-that in 

any case they remain productive of income to 

the undertaking. Nothing is gained by debiting 

the wasting assets account and crediting revenue 

with interest on the moneys remaining locked up 

in these wasting assets. There is no good| 

reason for charging this part of the capital ' 

investment with interest and exonerating the 

other part. If interest is charged on the moneys) 

locked up in investments such as wasting assets, . 

supposed to represent fixed capital, it should ' 

surely also be charged on the moneys locked up > 

in investments such as sale stock and debts,) 

supposed to represent floating capital. 

The fallacy of incorporating in commercial Butmterestis 

an important 

accounts, prepared with the object of ascer- factwin 

• . 1 ,- 1 - 1 compntdng 

tainmg annual pront or loss, mterest on the costoi 

, , , . , prodaotiou. 

money locked up in wasting assets may have 
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originated in questions of the comparative cost 
of different methods of producing commodities 
and rendering public services. Thus, in com- 
paring the relative advantage of a method of 
production necessitating the use of expensive 
machinery, with a method of production by 
hand labour, it is necessary to have regard to all 
the fiictors of cost, including, in the case of the 
method involving the use of machinery, both 
expired capital outlay (depreciation) and interest 
on the capital outlay. In all questions con- 
cerning the determination of cost for competitive 
or for comparative purposes, therefore, interest on 
the amount of capital outlay must always be 
included as part of the cost, and, as more fully 
explained later, in computing anniial cost for 
this purpose, in the case of an undertaking 
terminating at the end of the life of the wasting 
assets, care should be taken that the sum of the 
whole-life period interest is evenly distributed 
over each year on the principle of average, as 
otherwise the annual cost, for the purpose of 
comparison with outside contractors' charges, 
will be overstated in the earlier years and under- 
stated in the later years of the period. 
Diminuiioii Another cause which may have led to the 

iM^'^ in practice of charging, and incorporating in 
S^^not commercial accounts, interest on the money 



^mruA^the remaining locked up in wasting assets — such u^ 
tt^^rfS"* those used by an electric power station, for 
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instance, which cost when new jE100,000, and 
has an average life of forty years — may be the 
mistaken impression that the annual instalments 
of the original cost, taken back out of each year's 
gross revenue, which diminish the amount of 
capital locked up, also in some way diminish the 
extent of the industrial plant offered for the use 
of the undertaking. This is not bo, for until the 
industrial plant becomes worn out or obsolete, 
which cannot be during its efficient life, each 
unit must do its work well, and be able to give 
an output not seriously diverging from the 
highest of which it is capable in a state of 
complete efficiency, and during the whole life of 
the industrial plant forming the equipment of 
this electric power station the quantity of plant 
remains the same as it was at the beginning of 
the period, for the shorter-lived classes will be 
duly renewed from time to time. Doubtless 
there is some felling-off in the efficiency of 
individual units as they approach the ends of 
their life periods, and the bearing of this is 
discussed later on in the chapters dealing with 
'* Industrial Plant," but obviously each unit 
must render not less than efficient service 
during the whole of its efficient life. 

Government departments and municipalities Uw of 
often undertake the manufacture and supply of siukms fund 
commodities, such as gas, water, electrical energy, mnnicipau- 
and the like, and also the provision of public 
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services, snch as transport, telephones, &c:, 
involving a large initial outlay of capital, which 
may be subscribed by individual members of the 
public or provided out of public moneys. The 
nature of the arrangements made for financing 
these undertakings varies considerably, but 
annuity or sinking fund methods, involving the 
use of interest, are often adopted, the annual 
instalments being somettmes brought into revenue 
in lieu of properly measured chaises for depre- 
ciation in a way which may cause the balances 
of the annual revenue accounts to vary con- 
siderably from the true annual profit or loss of 
the undertaking. It is thus most important that 
the effect of these financial arrangements on the 
annual accounts should be clearly understood, to 
ensure that the accounts are correctly treated, 
for instalments of principal and interest are 
dangerous sums to handle as alternatives to 
properly measured charges for depreciation when 
it is desired to ascertain either true annual cost 
or true annual profit or loss of an undertaking. / 
Computation I" view of the fect that it is sometimes 
cort1^"a' necessary to compute the annual cost, apart 
^dSd^g fi-om profit or loss, of carrying on an undertaking 
terminating at the end of the life of certain 
original wasting assets, it will be worth while to 
consider how, 'for the purpose of ascertaining 
annual cost, that part of the cost represented by 
interest on the capital employed should be 
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distributed over each year. When the industrial 
plant needed for an undertaking of this kind is 
new, the amount of capital locked up therein ie 
greater than it is in the later years of the period, 
and in ascertaining the annual cost, therefore, for 
the purpose of comparison with outside con- 
tractors' charges, it will be misleading to charge 
the earlier years with the interest on the larger 
amounts of capital then locked up in the 
industrial plant, and to charge the later years of 
the period with interest on the then comparatively 
small amounts of capital remaining invested at 
that time. 

The object is, of course, to compare the cost interest 
of public production of commodities or supply of ^^^^ 
services with the average cost at which similar ^^^ "^ 
work might be performed by outside contractors "'■v'M. 
under ordinary outside conditions, and, therefore, 
it is necessary to bear in mind in this connection 
that the industrial plant of outside contractors is 
" aged," that is to say, has reached, and is 
presumably maintained in, a state of average 
efficiency such as would be needed for the 
purposes of a continuously going concern. Thus 
the outside "contractors' cost is burdened only 
with interest on the average capital employed, 
and therefore for comparative purposes the annual 
cost of operating a terminating undertaking 
should be charged with anniial interest on the 
same average basis. 

,., ,...> Google 
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niiutmtkiii(d In order to illustrate the method of arriving 
aniTing at at the average capital employed in carrying on 
^^25? an undertaking which is to be treated as 

terminating at the end of the life of the original 
wasting assets, it will be convenient to assume 
the case of an electric power station involving an 
initial outlay of capital of, say, £75,000, made up 
as under : — 

Land ^625,000 ... Life period permanent. 
Plant A ^£10,000... „ 1 year. 

Plant B £10,000 ... „ 2 years. 

Plant C £10,000 ... „ 4 „ 

Plant D £10,000 ... „ 5 „ 

Plant E £10,000 ... „ 10 „ 

£75,000 



For the sake of simplicity scrap value of the 
plant is omitted. 

It is required to ascertain the average amount 
of capital remaining invested in the undertaking 
over the whole period of ten years. The capital 
locked up in the land, £25,000, will remain the 
same throughout the period, for it does not 
waste, and, as already explained in the earlier 
chapters, any fluctuations in its market value 
during the period must be disregarded. In 
order to follow clearly the ebb and flow of the 
volume of capital locked up during the assumed 
life period (ten years) in the several classes of 
plant, with different economic life periods, it will 
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T>e convenient to refer to the tabular statement 
set out below, which contains a column for each 
class of plant, showing the fluctuating amount of 
capital invested therein at the beginning of each 
of the ten years : — 

Statement 

Showing amount of Capital locked up in each 
class of Plant at the beginning of each of 
the ten years. 



year. 


A 

Life I rem. 


B 

Life S years 


Life 4 ye™. 


D 


E 

Oto 10 ye«. 


I 
2 
3 
4 
5 
6 
7 
8 
9 
10 


lO.ooo-;-! 
io,oo(H-i 
10,00CK-1 

10,00(H-1 
10,000-M 
10,0(KH-1 
10,00(>^1 
10,000-r-l 

]o,oo(H-i 

10,000-r-l 


10,000 
5,000 


10,000 
7,500 
5,000 
2,500 


10,000 
8,000 
6,000 
4,000 
2,000 


10,000 
9,000 
8000 
7.000 
6,000 
5,000 
4,000 
3,000 
2,000 
1,000 


15,000~-2 


10,000 
5.000 


15,000-r:i 


25.000-74 


10.000 
5.000 


10,000 
7,500 
5,000 
2 50O 


30,000-^5 


10,000 
8,000 
6,000 
4,000 
2.000 


15,OO0r-2 


10,000 
5,000 


15,000-7-2 


25,000-T-4 


10,000 
5,000 


10,000 
7,500 


15,000-7-2 


30,000-r5 


55,000-MO 
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Uncorrected average capital locked up during- 
the period : — 



10,OOI>T-1 
=10,000 


jg 
I5,000-r-2 
=7,500 


£ 

2S,000-W 
=6,250 


30,000^-5 
=6,000 


65,000-^10 

=5,500 



Land... 
Plant A 

„ B 
.. 

>. u 

„ B 


Un- 


mmoB half ot £10,000, being one year's 

contribution 

£5,000, 

£2,500, 

£2,000, 

„ „ £1,000, 

Average capital 


Comoted 


£ 
25,000 
10,000 

7,500 
6,250 
6.000 
5,500 


£ 
25,000 

5.000 
5,000 
5,000 
5,000 
5,000 


£50,000 



/ 



In the above computations of average capital 
remaining invested in each of the different 
classes of plant, it will be observed that the 
annual contribution has been deducted at the 
end of each year, whereas, in order to obtain the 
true average, due allowance must be made for 
the fiict that each annual contribution accrues 
continuously during each year, and not in one 
sum at the end of each year, and, therefore, the 
average capital employed in the undertaking is 
(subject to the i-eservation set out in the next 
paragraph) ascertained in the following manner : — 



In the case illustrated above it will be 
noticed that the economic life periods of the 
several classes of plant do not all terminate at. 
the end of the assumed period of ten years, being- 
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the period covered by the useful existence of the 
longest-lived class of plant. The case has been 
stated in this form in order to call special atten- 
tion to the feet that in dealing with an under- 
taking to be treated as terminating at the end of 
a certain period it is necessary that the economic 
life periods of all the several classes of industrial 
plant shall be so arranged as to end at the same 
time, to avoid an unprovided loss on forced 
realisation of any unexpired capital outlay, which 
in the case illustrated would be £5,000, the 
computed value of two years' unexhausted 
working capacity remaining in Plant C at the 
end of the ten years. Assuming the economic 
life periods of the different classes of plant will 
all terminate at the same time, the short method 
■of ascertaining the average capital employed in a 
terminating undertaking is to divide by two the 
amount of the original capital invested in wasting 
assets, and add thereto the amount of capital 
invested in land, which remains permanent 
throughout the whole period. 

Although as a general rule interest should usa of 
only be employed In commercial accounting d°^^*Jritix 
when it is actually payable or actually receivable J^^hoid 
as interest, there may be exceptional cases in p«^"**- 
which its use is desirable, as, for instance, in 
dealing with the cost of leasehold premises, when 
it is sought to charge the revenue account with 
a sum to represent the annual value of premises 
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occupied for trade as a basis for comparison witb 
other similar undertakings paying an annual 
rental. In such a case the use of the annuity 
method in writing off the annual instalments or 
the cost of leasehold premises may be convenient. 
Supposing a short lease to have cost £6,000, and 
to cover a period of ten years, it will be seen by 
reference to page 47 that the annuity method 
will involve an annual charge to revenue of 
£703 Gs. 8d., which is, no doubt, nearer to the 
true annual value of the premises than the 
£600 to be charged if the plan of writing off 
one-tenth of the cost each year were adopted. 
Under this annuity method interest is credited 
in annually diminishing amounts to the revenue^ 
account, and represents the gradually diminish- 
ing alternative profit which would have been 
earned by the money invested in the leasehold 
premises if it had been otherwise employed for 
the purposes of the business, and the premises- 
had been held on an annual, instead of on a. 
leasehold, tenancy. 

To sum up the interest question, it is. 
submitted that : — 

(a) The amount of the profit or loss 
of an undertaking is itself the interest 
(increment) or discount (decrement) result- 
ing from the capital employed. 

(i) In computing the annual profit or 
loss of an undertaking, therefore, interest 
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should only be employed in commercial 
accounts when it is actually payable or 
actually receivable aa interest. 

(c) Annuity and sinking fund methods 
involving the use of interest should never 
be used in measuring annual expired capital i 
outlay (depreciation) on wasting assets, 
unless some special reason exists. 

((/) In computing cost of pro- 
duction, as distinct from profit or loss, 
interest on the capital employed must be 
included as part of the cost. 

(e) In computing annual cost of pro- 
duction for comparative purposes, in the 
case of an undertaking terminating at the 
end of the whole-life period of wasting 
assets, the sum of the whole-life period 
interest should be evenly distributed over 
each year on the principle of average. 
Further arguments against the use of annual Further 

1 ,. . . , BTgumeute 

interest, or annual discount, m commercial agaiuBt the 
accounting, unless actually payable or actually ordisMnmtin 
receivable by the proprietors of an undertaking, accouutiiig 
may be stated thus : — actuSiy 

The argument that the capital locked l^t^°' 
up in such assets as industrial plant, '■***'™ **■ 
leasehold property, or purchased terminable 
concessions must he charged, in the 
accounts of a commercial undertaking, with 
interest, because it might otherwise have 
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been invested to produce interest, has no 
force, for it applies equally to the capital 
locked up in the other assets of a business. 

Other long-period transactions which 
involve the locking up of capital over long 
and varying periods of time in such assets aa 
goodwill, patent rights, stock-in-trade, and 
book, debts are never subjected to interest 
or discount in commercial accounting. 

The capital of an undertaking is 
provided expressly to be locked up in 
carrying out all and any of the legitimate 
transactions of the business. All transac- 
tions involve the use of more or less capital 
for some period of time, and, if the cost of 
some transactions is to be increased by 
having added to it annual interest on the 
1/ capital locked up, then surely interest should 
be added to the cost of jQ], transactions, 
■whether extending to more or less than a 
year, which, obviously, would be absurd. 
Therefore,in commercial accounting, nothing 
should be done which will operate to reduce 
certain selected long-period transactions to 
the basis oi annual transactions. 

Any long-period transaction which is 
essentially in the nature of a loan, calculated 
with annual interest, as in the case of a 
purchased terminable annuity, should be 
treated as such in the accounts of a 
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commercial undertaking ; thus, each equal 
annual payment of an annuity contains both 
interest and capital, but in each annual 
payment after the first the proportion of 
interest becomes less, and the proportion of 
capital becomes correspondingly greater. 

As shown in the illustrations of the ~ 
effect of the annuity and sinking fund 
methods already given in this chapter, the 
use of the annuity method for providing 
annual depreciation operates to add to the 
true depreciation a fictitious sum (interest), 
this fictitious sum being, on the other hand, 
credited to the revenue accounts as interest 
(though it is not received) in annually 
decreasing amounts, the net result of these 
entries being to place an increasing burden 
of depreciation on the annual revenue 
accounts. 

And the use of the sinking fund 
method for providing annual depreciation 
operates to deduct from the true depreciation 
a sum equal to the dividends which will be 
received from outside securities in which 
the annual sinking fund instalments will be 
invested. These dividends, being actually 
received, are true revenue of the undertaking, 
and should appeal" to the credit of the revenue 
accounts as received in annually increasing 
gums, involving, on the other hand, a 

F I 
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similar annually increasing further charge 
to the revenue accounts under the head of 
depreciation, the net result being again to 
place an increasing burden of depreciation 
, on the animal revenue accounts. 

In the case of a long-period transaction 

entered into by a private individual, as, for 

instance, the purchase of a lease, it may be 

Convenient to charge the transaction with 

annual interest on the capital remaining 

from time to time invested therein, by the 

use of the annuity method of writing off 

the cost. The transaction does not form 

part of a business having a definite amount 

of capital subscribed for the purpose 

of seeking profits by carrying out a number 

of transactions, of which the purchase of a 

lease may be one. 

^ Thus the indiscriminate use of internal annual 

interest, or discount, in commercial accounting, 

and especially in connection with depreciation 

and wasting assets, is often misleading, and 

should be discouraged. 



DD.:ea by Google 



PLANT — .^IEAS^RE.^fENT OF DEPBEOrATION. 67 



CHAPTER VI. 

INDUSTRIAL PLANT. MEASUREMENT OF 

DEPRECIATION. 

Industrial plant represents the largest and ^5^^^ 
most important division of wasting assets, and fe^."* . 
is the most difficult to deal with systema- wanting 
tically. Industrial plant comprises all perishing 
material property of a profit-seeking under- 
taking, other than that primarily intended for 
resale, and it includes, therefore, all buildings, 
plant, machinery, fixtures, and furniture of 
manufiicturers ; all buildings, plant, machinery, 
fixtures, and furniture of mines ; the way, 
bridges, works, stations, rolling stock, and all 
equipment of railway and tramway companies, 
other than site value of land in each case. Most 
of the capital of electric lighting and power 
companies, gas, water, and omnibus companies, 
cable, telegraph, and telephone companies, 
shipping and dock companies, is also invested in 
perishing industrial plant, as well as that of 
many other undertakings. The undertakings 
least affected are banking, insurance, investment, 
and finance companies. 

., . ..vCiOoglc 
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Eitenfof In order to give some idea of the enormous 

on^'i^Sriaf annual capital outlay on industrial plant, the 
plant. following table, taken from the supplement to 

The Economist of the 18th February, 1911, may 
be useful. The figures given show the amount 
of fresh capital applied for by prospectus in the 
English market during each of the two years 
1909 and 1910, connected with undertakings 
proposing to lay out the capital chiefly in the 
purchase of industrial plant : — 





■««. 


1810. 


£ 


£ 


British Bailwaye 


400,000 


3,715,000 


Inliaa and Colonial KaUways 


11,244,500 


10,096,000 


Foreigu Railways 


^,766,700 


49,974,700 


Breweries and DiBtiUeries 


675,000 




4,335,900 


5,086,300 


Iron, Coal, St«el, and Engineering ... 
Electric Lighting. Power, and Tele- 


2.560,100 


5,409,300 






graphs, 4c 


7.194,500 


6,160.000 


Tramways and Omnibna 

Motor TWition and Manufacturing .. 


10,510,400 


4.701.000 


1,511.300 


368,500 


Oas and Water 


976,800 


131,700 


Docks, Harboius, and Shipping 

Total 


1,709,500 


4,600,000 


£71,209.700 


J'90,9n.500 



The above figures do not include the probably 
equally large sums of money invested during 
these two years in State and municipal trading 
enterprises, including railways, tramways, 
harbours, electricity, gas, water, telegraphs, and 
telephones, neither do they include capital 
invested in connection with all the many forms 
of private enterprise, which amounts to a very 
large sum, especially in England and otter 
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developed countries, but of which it is impossible 
to obtain any record. 

All capital invested in industrial plant is investment 
invested in nothing more substantial than in noibing mom 
payments made in advance on revenue account, mentilB 
and the whole of such outlay, less scrap value, revenne 
< must ultimately come back out of revenue ***""" ' 
receipts. About this there is no room for doubt ; 
but diiference of opinion arises as to the 
proportion of the outlay which should be 
refunded each year out of annual revenue 
receipts during the period of the useful life of 
the plant. 

Money invested in industrial plant, being Outlay on 
nothing more than a payment made on revenue plant com- 
account in advance, may be compared with a otberadvance 
premium paid in advance to cover, say, seven 
years' fire insurance. Such a payment is, in 
fact, sometimes made in order to secure better 
terms than would be obtained by paying an 
annual premium ; and there is in such case no 
doubt that one-seventh of the sum paid would 
be properly charged to revenue account each 
year, until, at the end of the seventh year, the 
last instalment of one-seventh of the original 
payment would come back out of revenue 
receipts. 

In the system here proposed, it is intended Agi«ement 
that all capital outlay on industrial plant shall capital outlay 
be recorded in the financial books in one account flnwiciai 
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books and OF gToup of accounts which will also be 
iudostriAi charged each year with all forther outlay, 
whether for renewals, additions, or betterments of 
the plant. All such capital outlay will be 
analysed into classes and distributed to the class 
records in the register of industrial plant as fully 
described in the next chapter. The capital 
outlay account in the financial books will be 
credited annually, in one total, with a sum 
equal to the measured amount of depreciation as 
ascertained by means of, and deducted in detail 
in, the register, the profit and loss account being 
at the same time debited. The capital outlay 
, account will also be credited each year with the 
total, of the estimated scrap value of all that 
.„;• , industrial plant which has gone out of service 

during each year, as shown by the register of 
plant, the scrap account in the financial books 
being debited. The balance of capital outlay 
on industrial plant, as brought forward in the 
financial books at the beginning of each year, 
.will thus equal the totals, in the register, of the 
class summaries appearing in the column headed 
" Balance of unexpired capital outlay," so that 
the balance of the capital outlay account in the 
financial books can be exactly agreed with a list 
of the amounts abstracted from the class 
.... summaries in the register of plant. The scrap 
account in the financial books vnll be credited 
with the proceeds, or value, of scrap sold or 
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otherwise disposed of, the balance being adjusted 
from time to time in respect of the differences 
between the estimated value of the scrap charged 
to the scrap account, and the actual proceeds of 
the sale of this. If, however, this cannot be 
adjusted in detaU, the value of the scrap on 
hand at the end of each year should be esti- 
mated, and the balance of the scrap account 
adjusted accordingly. 

In selecting the proper basis for an annual Expiration of 
charge to revenue for depreciation, the evidence jJroper basis 
is irresistible that expiration of time is the ^p^^ySf 
dominating fector. The following considera- 
tions have an important bearing on the 
question : — 

(a) The efficient economic life period 
of all industrial plant is strictly limited, 
although difficult to forecast. It may be 
compared to the period of animal life, which 
is not more surely limited. 

(b) The extreme efficient economic life 
period of any class of industrial plant 
may, in a few cases, exceed one hundred 
years, but rarely exceeds fifty years, the 
most common life period being, perhaps, 
between ten and thirty years. 

(c) Industrial plant has a strong 
tendency to foil in present value to a going 
concern directly in proportion to that part 
of its limited economic Ufe which has 

, , ,...., Google 
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expired, because the process of natural 
decay, and the advance of obsolescence, due 
to new inventions and other change, always 
progress, whether the plant is in actual use 
or not. Use, therefore, or the amount of 
work done by the plant, is not generally 
the dominating depreciation fector. 

(f/) The only exception to this nile is 
when the plant is of such a nature that the 
amount of actual wear caused by work done 
will obviously be the dominating depre- 
ciation factor, as with steel rails, which, if 
used enough, will wear out before they rust 
out. In cases of this kind the efficient life 
period should be estimated according to the 
expected amount of work to be done, 
provided that the resulting rate of depre- 
ciation never &lls below the rate necessary 
to cover the process of natural decay and 
the advance of obsolescence. 
These considerations suggest that the mere 
existence of industrial plant offers, to the under- 
taking owning it, a continuous opportunity of 
advantage which must be charged for in the 
revenue account, because it expires, whether it is. 
used or not, just as the annual rent of premises 
must be provided because the year has expired, 
whether the premises have been actually used or 
not. It is astonishing how rarely the rate of 
destruction of value, due to actual use. 
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overtakes the rate of destruction due to 

constant and inevitable decay and liability to 

obsolescence. 

^ In aasessing annual depreciation, therefore, Cost, lew 

" ' .11 scrap value, 

by fiir the nearest approach to accuracv will be nhonidbedi^- 

■' '^'^ ■ , , tributedto 

obtained by estimating the whole-life period, in revenue 

. . equally over 

years, of each class of industrial plant, with due each year of 

1 1 1 1 c lie ^^ whole-life 

regard to all known facts, as well as future period, 
probabilities, and distributing the cost, less 
estimated scrap value, to future revenue accounts, 
in equal instalments over each year of that 
, estimated whole-life period. 

■ It will be found that this only means the ThiBBeouree 
provision, out of revenue receipts, of a fairly annuaicbarge 
regular annual sum, amounting over a series of roughly with 
years to no more than is now taken out of the aumed each 
revenue receipts of any soundly managed under- 
taking, at irregular intervals, to pay for renewals 
, of industrial plant at or about the time the cost 
of these is actually incurred. This latter is a 
haphazard method, frequently causing the 
declared net profits to oscillate violently between 
^ one year and another, although the movement 
of the business during the period may have had 
a quite regular tendency, which is a serious 
defect, especially when the annual profits are 
meagre and happen to be distributable in 
priorities between holders of cumulative and 
non-cumulative preferred, ordinary, deferred, 
management, and other classes of shares. 
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Employment In the case i)f some undertakinffs it will be 

of money " 

Bet aside. urged that to constantly set aside sums out oi 

the revenue receipts each year, which may not 
be needed to meet expenditure on renewals for 
perhaps a number of years, would be most 
inconvenient, and would embarrass the under- 
taking with surplus money, which would not be 
properly employed, and which shareholders 
^ would be clamouring for as dividend. This 
would not happen in the case of most large 
undertakings, because considerable sums of 
money are required every few years for actual 
renewals of the different classes of plant ; or, 
again, in the case of an increasing undertaking 
requiring additional plant, the money so detached 
from revenue would be very usefully employed 
in the purchase of this additional plant ; but 
otherwise it would be necessary to invest the 
surplus moneys in safe securities, and to be 
content with the interest earned thereon. 
Increase in Objection is Sometimes taken to the principle 

in lateryears. of writing off the cost of industrial plant in 
equal annual instalments on the ground that the 
cost of repairs, to each particular unit of plant, 
becomes heavier as the age of each unit increases 
year by year, and therefore it is said that the 
provision for depreciation of plant should be 
greater in the earlier years and less in the later 
years. In an " aged " plant, however, the cost 
of repairs will be found to average year by year 
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in a remarkable way, as there are always units 
of plant in all stages of the useful life period, 
and, apart from the cost of important renewals of 
parts, such as the boilers of a steamship, for 
instance, which should be treated as capital 
outlay and recorded in the register of plant as a 
separate class, the outlay on repairs, although it 
may be large in the aggregate, consists of a vast 
number of comparatively small items, which 
naturally tend to average. It must also be ' 
home in mind that a new plant — that is, a plant 
which is not " aged " — rarely gives its full out- 
put, and generally requires special attention and 
adjustment, the cost of which is a set-off againat 
the cost of repairs required at a later period. » 
Thus, the argument based on the increased cost 
of repairs in later years has little or no weight, 
although it is often used by those who still 
uphold the method of measuring depreciation on 
the reducing balance of cost basis. It is thought 
that an examination of the effect of this method, 
as hereafter illustrated in this chapter, will show 
its utter unsuitabiiity and how little way such 
an argument goes to justify its retention. 

On the other hand, an exactly opposite Theu 



smoothly at the end than at the beginning of 
the first year of its life, no speciiic charge for 

^k 
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depreciation need be made to the revenue 
account of that firat year ; but this view is 
unsound. And further, the use of existing- 
industrial plant cannot even be deferred with 
impunity, because, as already stated, the process 
of natural decay, and the advance of obso- 
lescence, always progress, and for this reason 
existing Industrial plant must be paid for every 
year, whether used or not. 
Treatment If the efficient life of any class of industrial 

Bimiiai, plant began and ended within a period of one 

beoL^r'* year, instead of extending over a longer period, 
more yearB. ^^^ ^^^ would be found to suggest that the cost 
' of the industrial plant was not a necessary charge 
to the revenue account of that year, and the &ct 
that this outlay on revenue account does not all 
expire within an exact accounting period of one 
year is no reason for neglecting to refund out of 
the year's revenue receipts the year's expired 
portion of the outlay. A year is nothing but an 
arbitrary division of time, at the end of which it 
is usual to compute trading results. 
Depreciation , It is a common custom to describe the annual 

not^or'mt'ure provision for depreciation of industrial plant as a 
renewals, but ••/■(•■ i ■! i -j. i 

for past provision tor luture renewals, as tnougn it nas 

^iredT "^ reference to the future; but this is surely a 
misconception. The annual provision for depre- 
ciation has nothing to do with the future but 
'. relates solely to the past. It is a replacement of 
capital in respect of past capital outlay expired 
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in the process of carrying on the business, and is 
not less an expense than other expenditure of 
a curreut character, such as operative wages. It 
is an expenditure of exchangeable value incurred 
daily, and must be provided for with other 
working chargea, although the exchangeable 
value so expended has been acquired and paid 
for at an earlier date out of moneys provided as 
capital. 

It has been shown that depreciation is the Deprcciatiou 
foil in exchangeable value of industrial plant exchangeable ' 
computed on the basis of cost expired during whole period 
the period of its use in seeking profits, and una'ff^ct^ by 
that this fall is due to natural decay, wear and ul'ma'HceT^ 
tear, and obsolescence, and to all or any of P"*^*^- 
these causeB. It has also been shown that it 
is the fiill in exchangeable value occurring 
during the whole period of use, this being equal 
to the difference between the original capital 
outlay and the ultimately realised scrap or 
remainder value. Depreciation of industrial 
plant is therefore accurately defined by the term 
" expired capital outlay," being wholly unaffected 
by fluctuations in the market price of similar 
property during the period of its use. 

The principal difficulty in dealing with the Principal 
question of depreciation arises from the fiict that wises from 
it must be assessed year by year during the making pro- 
period of the use of the industrial plant, and, je'ardurmg^ 
therefore, must necessarily be estimated. To ^" ** "^' 
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ensure absolute accuracy it would be necessary 
to know with certainty not only the amount of 
the original cost, but also the length of the 
useful life period, and the amount of the ultimate 
scrap or remainder value. But the first only of 
these three factors is known with certainty 
during the currency of the life period, and there- 
fore the other two fiictors must be estimated, 
and the estimates revised from time to time if 
necessary. 
And suitable Thus, in order to ensure that the capital 

uqtdpnieiitis outlay represented by the cost of industrial 
required for pi^j^t is currently accounted for as it expires 
year by year, it is necessary to provide, as part 
of the regular accounting equipment of an 
undertaking using industrial plant, some suitable 
means of recording details of the industrial 
plant, including the cost — which is the known 
fiictor — and estimates of the useful life period, and 
of the ultimate scrap value — which are the two 
unknown factors. If these records be in suitable 
form it will be a simple matter for the accountant 
to distribute equitably over each year the proper 
proportion of the whole-period depreciation, 
always making the distribution of the remaining- 
balance of cost with due regard to the latest 
estimates affecting the two unknown factors, 
which must be revised whenever current 
knowledge and experience show that revision is 
needed. Such revision can be easily made, as 
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shown in the next chapter, although it may not 
often be required. 

It has abeady been shown in the chapter on Anuuity and 
" The Interest Question that annuityand sinking methodB are 

. unsuitable. 

fund methods, involving the use of interest or 
discount, should not be used in measuring annual 
depreciation. It is there demonstrated that 
such methods result in an unfair annual distri- 
bution over the period, for the reason that the 
depreciation charges fall upon each year in an 
increasing ratio, and do not coincide, even y 
approximately, with the proportion of considera- 
tion obtainable from the industrial plant during 
each year of its efficient economic life, which 
tends downwards. 

The following tabular statement is intended Original cost 
... IDC basU 18 moat 

to demonstrate that the 'ongmal cost basis of suitable. 

distributing annual depreciation charges ia the 

most suitable for common use, because the 

distribution will coincide approximately with 

the value of the services rendered each year by 

the industrial plant. For comparative purposes 

a column has been added showing the annual 

distribution on the " reducing balance of cost 

basis," and this shows in graphic form . the 

widely different results of the two metht'Mjs, 

The cost of the industrial plant is assumed to 

be £100, the life ten years, and the scrap 

value £5. 
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receivable 
period bj- 



Industrial plant is, of course, expected to do 
its work well, and to give an output not 
seriously diverging from the highest of which 
it is capable in a state of complete efficiency, 
and when, as in the case shown above, the 
annual output falls from a quantity represented 
by the figure eleven, to anything like a quantity 
represented by the figure seven, being a decrease 
of upwards of 36 per cent, from the highest, it 
is likely the industrial plant will be scrapped and 
sold for a sum not exceeding five per cent, of 
its cost./ 

It is submitted that the first column in the 
above tabular statement shows approximately 
the widest variations in which the whole-life 
output, or usefulness, of industrial plant is 
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likely to be receivable, period by period, during 
its efficient life. It is generally admitted that 
the whole-period depreciation of any class of 
industrial plant should be distributed to annual 
revenue in proportions which will coincide, 
as nearly as possible, with the proportionate 
benefit obtainable from the plant during each 
year of its limited economic life, and it is, there- 
fore, of the utmost importance to determine 
what this proportionate benefit is. It is 
suggested that the figures in the first column 
ahow a width of variation between the beneficial 
output of one period and another never likely 
to be exceeded in ordinary cases. The suggested 
equal annual distribution of depreciation charges 
is based upon this assumption, that the diiference 
in the yearly output obtainable from any kind of 
industrial plant is never greater than the curve 
represented by the variation in the figures shown 
in the first column above. This curve will 
be less abrupt whenever the whole-life period is 
twenty, thirty, fifty, or any number of years 
above ten, and it will be observed that even the 
curve shown does not at any point vary very 
widely from the straight line which coincides 
with an equal annual output.* 

The above tabular statement shows that the Reducing 
reducing balance of cost basis is unsuitable for cost basis u 
measuring the annual charge for depreciation. ^^ * * 

• Hot*. — See also the flrat TaWe in the Appendii, page 186. ' 
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ordinary 



It will be seen that on this basis the Bum of the 
errors in annual distribution over the whole-life 
period is as much as fifty-two in ninety-five, 
whereas, on the original cost basis, it is only 
twelve in ninety-five ; and, fiirther, on the 
reducing balance of cost basis, the charge for the 
first year is 150 per cent, more than the year's 
receivable proportion of the total output, and 
for the last year it is 65 per cent, less than 
this, against 5 per cent, less for the first year, 
and 35 per cent, more for the last year, on the 
original cost basis. 

It is sometimes roughly assumed that, in 
writing off depreciation on the reducing balance 
of cost basis, a rate of 5 per cent, is sufficient if 
the whole-life period of the plant is twenty 
years, or a rate of 10 per cent, if the whole-life 
period ia ten years, and so on ; but this is not 
so, as will be seen by reference to the tables 
which will be found in the Appendix: — 

Table showing amount of depreciation 
per cent, of original cost written oif in each 
year on the reducing balance of cost basis, 
at various rates between 3 per cent, and 
33^ per cent. 

Table showing surviving value per cent. 
of original cost remaining at the end of each 
year when depreciation is written off on the 
reducing balance of cost basis, at various 
rates between 3 per cent, and 33^ per cent. 
..,„.„Cooglc 
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The last-mentioned table showa that it takes 
about fifty-eight years to write off the cost of 
plant having a scrap value of 5 per cent., if a 
rate of 5 per cent, on the reducing balance of 
cost be employed, and that it takes about 
twenty-eight years if a rate of 10 per cent, be 
employed. 

The actual rates needed to write off the cost Rat«fl needed 
of plant having a scrap value of about 5 per witi^nthe 
cent., if calculated on the reducing balance of ordiMryuie 
cost, are, as shown by the last-mentioned table, p**™"^- 
as follows: — 
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To understand the true effect of computing Effect <a 
depreciation on the reducing balance of cost at ^ud^^ 
rates ordinarily used, suppose a gas company ^J^J^^at 
buys one hundred new meters each year at a J^j^^ 
cost of £1 each, being an annual expenditure of 
£100 on new meters, and suppose the meters 
have an efficient life of ten years, the unexpired 

, , ,...., Google 
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capital outlay on meters never in fiict rises above 
£450, as is seen in the following table : — 



Illustration 
of redudng 
balance of 
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But, by computing depreciation at 10 per cent, 
on the reducing balance of cost, the annual 
amount of depreciation will not rise, as it ought, 
to the sum of £100 by the end of the tenth year, 
or until the end of a period of about forty years, 
by which time the balance of the capital outlay 
account will have accumulated to nearly £1,000, 
being more than double the true unexpired 
capital outlay. This is clearly seen in the 
following table : — 

Depreciation on the Reducing Balance of 
Cost. 
The figures with the + prefix represent the 
annual expenditure on new meters, and the 
figures with the — prefix represent the annual 
depreciation, calculated at 10 per cent., on the 
reducing balance of cost. 
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DfBadnn- The disadvantages, then, of, writing oflf 

reducHig depreciation on the reducing balance of cost basis 

balajwwol - i n . i_ /■ ii 

oort basU. include the lollowing : — 

When a rate sufficiently high to 
extinguish the cost at the end of the 
estimated whole-life period is employed, it 
throws an abnormally heavy burden on the 
earlier years and an altogether inadequate 
charge on the later years of the period. 

When, as usually happens, the rate 
employed is too low to extinguish the cost 
at the end of the estimated whole-life period, 
the annual depreciation is systematically 
understated, and the amount so understated 
each year remains to the debit of the capital 
outlay account in the books of the under- 
taking, which will thus be systematically 
overstated, and will gradually accumulate 
to an amount which, in combination with 
the rate employed, provides an annual sum 
equal to the true annual depreciation. 
In the case of the gas company's meters, 
referred to above, the capital outlay account 
would continue to accumulate until it reached 
£1,000, although the unexpired capital outlay on 
the meters never, in fact, rises above £450. 
Simple wr.™ The Simple method of measuring depreciation 
meKTof by keeping suitable accounting records and 
^^^^tion. regularly distributing the cost, less scrap value, 
equally over each year of the estimated whole-life 
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period of each class of industrial plant, is in 
striking contrast to the complicated methods 
which are sometimes recommended ; thus, it has 
recently been suggested in a well-known 
scientific journal that the conditions controlling 
the rate of depreciation are all represented by 
various well-known curves, including — 

The vertical parabola, 

The logarithmic curve, 

The ellipse. 

The horizontal parabola, 

The cubic parabola, 

and on this assumption it is seriously argued 

that, as possibly no single curve represents the 

manner in which depreciation actually occurs, the 

problem should be solved by the adoption of 

several curves. It is obvious that such methods, 

even if practicable, would give no useful results ; 

whereas approximately accurate results can be 

easily obtained by simple means with the aid of 

a properly developed system of accounting 

record, requiring comparatively little labour, and 

no more skill to maintain than that which has 

always been ungrudgingly devoted to the record 

of the thousandfold greater detail connected with 

all the many forms of commercial cash and 

credit transactions. 

The following extract from a letter, addressed Financial 

to the author some years ago, by an experienced enconraged 

railway manager abroad, gives an entertaining noK^J^trf the 

Bubjeot. 
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account of the possibilitieB of unchecked 

enterprise : — 

" In this country scarcely any of our 
railway companies have reached such a 
stage as to be able to give consideration to 
the matter of depreciation in any form. 
Such a thing as writing off from any 
account, except profit and loss, is practically 
unknown. The process is about as follows : 
A railway that should properly cost, say, 
£2,000,000, is built at a cost of, say, not 
to exceed £500,000. Of course, it is not 
built, in feet it is not completed in any 
particular. The right-of-way is only 
partially secured and generally too narrow, 
the road-bed is always built too narrow, 
ballasting is lost sight of entirely, except 
with such material as may be along the 
side of the road-bed. The sleepers are 
small and generally of inferior material, 
rails are light, fences poor, and the railway 
carriages and wagons are of the cheapest 
kind, bat made to look well on the outside. 
" Buildings are generally of wood, 
except, perhaps, where offices of the com- 
pany which are made quite up to date of 
brick or stone and elaborately furnished. 
In consequence of the above state of 
affairs, almost immediately that operation 
is begun additional right-of-way must be 
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purchased, road-bed, ties, and rails 
strengthened, new machinery purchased &c., 
all of which must necessarily be charged 
to capital account, and in this way the 
operation is kept down below what it really 
should be. 

"In most cases, but not always, the 
entire cost of new work is charged to capital 
account, although it may take the place of 
repairs. Hence it is that usually more 
money must be found, and the road is 
burdened with fixed charges which it 
cannot pay. Mortgages are foreclosed, and 
the property is sold for much less than it 
cost, and a reorganisation takes place, 
the bondholders being the losers, although 
they may have purchased the bonds at a 
considerable discount, and have had a 
donation of capital stock thrown in. This 
reorganisation comes about three or four 
times before the road is completed, and even 
in such cases very few managers know any- 
thing about charging oif for depreciation. 

" It seems to me that your plan for 
handling the accounts, and letting each 
particular kind of property stand its own 
depreciation, is most excellent, but it would 
be useless at the present time to undertake 
to inaugurate any accounting of this kind 
in this country. 

Dci-zec by Google 
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" The fiict of the matter is that 
directors would not tolerate it, as it would 
show up the truth, namely, that somebody, 
generally foreigners, had been buncoed 
into buying securities that were really not 
worth more than 40 to 50 per cent, of what 
they paid for them. While it is a fiict that 
such a plan might tend to prevent inequities 
occurring, as between different classes of 
shareholders, at the same time let me tell 
you that in this country shareholders know 
very little, and care much less, about what 
is going on, simply because they are not, 
in feet, shareholders as a rule, but only 
the holders of certificates of little or no 
value. 

" I believe that your plan would work 
excellently where there was honest 
intention," 
Suggested The method of keeping the accounts, relating 

statutory ^ i -, . 

register of to Capital Outlay, by means of regular records in 

plant for the , j- i ■ i. i ■ i 

measuremettt a register 01 plant, IS discussed m the next 
tion. chapter, entitled " Industrial Plant ; Record of 

Depreciation," and, in view of the comparative 
ease with which this can be done, and having 
regard to the enormous interests and 
responsibilities involved, it is here seriously 
suggested that every joint stock and municipal 
trading undertaking should be required by 
statute to keep a register of plant, in which the 
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year of purchase and the cost of each of the 
various classes of industrial plant in which 
<Mipital is invested should be recorded under 
proper heads. There would be no difficulty in 
this from the clerical point of view, even where 
there are hundreds of classes of industrial plant 
owned by one undertaking. It only requires the 
provision of proper equipment. 

Such a register would be a valuable check Check upon 
upon doubtful financial methods, where doubtful metboda. 
methods exist, as each undertaking would have 
to show that it had provided in its revenue 
Account each year a sum to replace expired 
■capital outlay amounting to not less than that 
necessary according to the declared length of life 
of each class of plant appearing in the statutory 
register of plant. 

A company or municipahtv might declare Beaponsi- 

^1, ■ 1-C e I. e •/ ■ 1 biUtyfor 

the economic lite oi each ot its various classes declaration 



of plant as being any period it pleased, from two uu period 
years to one hundred years ; but if a motor 
omnibus company, for instance, declared the life 
of the chassis of its motor omnibuses to be fifty 
years, and so had to provide out of its annual 
revenue, for expired capital outlay, a sum equal to 
only 2 per cent, of the original outlay on these, 
it would obviously stand self-condemned, and 
certainly no engineer or other official of the 
company responsible for declaring the efficient 
economic life period would be willing to certify 

^k 
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such a statement in the register of plant. With 
a system of this kind in general use, a rough 
standard, falling within reasonable limits, would 
speedily be established, and it would no longer 
be possible for profits to be computed, and dealt 
with, without making any provision whatever for 
expired capital outlay (depreciation) on indus- 
trial plant. 
Begieter doee It is not suggested that any liability should 

liabUjty upon attach to directors or others in connection with 
the proposed statutory register of plant, except 
that a company or municipal body making 
defiiult in keeping the statutory records would 
be subject to a sufficient penalty during the 
continuance of the de&ult. A statutory register 
of plant would supply a much-needed guide and 
source of information, it would insure the 
adoption of a regular and consistent policy, 
and would form a basis for discussion between 
the various parties interested, who ought to be 
able to obtain some information as to the 
treatment of this important matter. More 
information would be available for both directors 
and shareholders than at present, and this alone 
would tend to relieve directors of much anxious 
responsibility. 
Re^ster Such a register of plant, if made obUgatory 

compuiBoiT on all new joint stock and municipal trading 
undertakmgB undertakings, would not be objectionable to the 
""'■ great body of able and honest directors, who 
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might even welcome it as a help to them, and it 

would certainly be of assistance to those who 

are now unaware of the importance of this 

matter. In the case of existing undertakings, 

the use of a register of plant might be left as a 

voluntary question, as there would be some 

preliminary difficulty in obtaining a basis to 

start upon, besides other objections which may 

exist in the case of old undertakings. 

It is certain that much may be done to Present 

•^ methods may 

improve present methods, consisting as they b« improred. 

often do partly of spasmodic allocations of 

revenue account balances to reserve accounts to 

meet requirements of really unknown extent, 

and partly of the rough-and-ready apportionment 

between capital and revenue accounts of large 

outlays on combined renewals and extensions 

which must be allotted in some way, partly to 

revenue as representing maintenance, and partly 

to capital expenditure as being for betterments, 

involving an anxious responsibility being placed 

upon the shoulders of officials who have no very 

definite rules to guide them ; whereas, if a 

settled and methodical policy be laid down, it 

will be found that, although the efficient economic 

life of any class of industrial plant is a matter 

upon which opinions differ widely, yet there is 

an outside limit in all cases beyond, which no 

one would be found to go, and even if this 

outside limit were admitted and provided for out 

L,...„Cooglc 
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of reveQue, a great improvement over the present, 
condition of affairs would ensue. 
French It IS interesting to note the recognition found 

iQBtrB com- in the French Joint Stock Company law of the 
annu^ need of making compulsory the regular setting 

proTiBion. aside of a portion of the surplus balance of 
revenue receipts each year to make good expired 
capital outlay. Every joint stock company in 
France in which the public are invited to 
participate is bound to place each year five per 
cent, of the surplus balance of revenue receipts 
to resen'C. This amount may be increased, but 
it must not be less than five per cent of such 
surplus balance. As this reserve accumulates it 
is devoted to paying off the capital of the 
company by annual drawings, the holders whose 
shares have been drawn in the ballot receiving 
back the par value of their shares, or the amount, 
which has been actually paid up upon them. 
These holders then receive certificates, called 
" actions de jouissance," which give them the 
right to participate in any dividends which may 
be paid over a certain minimum amount 
according to the regulations of the company, as 
well as the right to participate in the surplus 
proceeds of the realisation of the company's assets 
in the event of the company being liquidated, 
while, in the event of liquidation, such holders 
are not liable to refund the moneys received for 
these shares when they were redeemed. 

, , ,...., Google 
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This provision of the French Company law Propoeed 
works in a roagh-and-ready £ishion, for the register is a 
amount to be set aside is a percentage on the on Resent" 
surplus balance of revenue receipts instead of on ™^ 
the wasting capital outlay, but it is important 
because it makes compulsory some regular 
annual provision to answer expired capital 
outlay, even in the absence of any practical 
method of systematically measuring and recording 
the amount, and incidentally enabling proper 
responsibility to be assumed by the management 
of the undertaking for its reasonable sufficiency. 
On the other hand the use, by joint stock 
companies and municipal trading authorities of 
a statutory register of plant, in some such form 
as that suggested in the next chapter, would 
attain these desirable objects with ease, and 
with considerable precision. 



DD.:ea by Google 
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CHAPTER VII. 

INDUSTRIAL PLANT. BECOKD OF DEPBECTATION. 

AnnuBi -A-LL outlays on original, renewal, and additional 

^^3 industrial plant, except the cost of current 

ch^^^ wia repairs, are payments made on revenue account 
^^t or^""^ to secure benefits extending to a date beyond the 
XuJdbJ *"*' y^*"* ^^ purchase, and as such are unsuitable to 
thai^with be chareed direct to the revenue account of the 

' measured '^ 

d«preciatioii. year of purchase, or of any other one year. 
They should, therefore, always be charged in the 
books of an undertaking to capital outlay account, 
except only the outlays for loose tools and 
utensils, which are treated separately, as explained 
later. This is clearly so, whether the outlays are 
for additional industrial plant, sometimes involv- 
ing improvements known as betterments, which 
increase the quantity and/or capacity of the 
industrial plant in jise, or for mere renewals of 
industrial plant which has either become worn out 
or unsuitable for use. It is important to observe 
that no distinction must be attempted between 
the outlays on additions and the outlays on 
renewals^ All such outlays made within each 
year should be abstracted from the capital 
outlay account at the end of each year, and 
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distributed into a register of plant, by means 
of which the amount of depreciation will be 
ascertained and charged, in total, to each 
annual .revenue account, being at the same 
time written off the capital outlay account 
in the financial books. It is most desirable 
thus to obviate the need at present existing 
for endeavouring to distinguish between outlays 
on additions and outlays on renewals, because 
the question is beset with insurmountable 
difficulties, and constantly necessitates the 
making of arbitrary allocations of large sums 
between capital and revenue, which cannot fell 
to be influenced by unsuspected indi^ddual 
caprice and by considerations of the financial 
convenience of the moment. 

As an illustration of the difficulty arising in Difficulty of 
allocating capital outlay between additions or in? bet^. 
betterments on the one hand, and renewals on renet^! "" 
the other, take the case of a railway company 
rebuilding a bridge at a cost of £12,000, to 
replace a bridge which, twenty years before, 
had cost £10,000. With the present lack of 
method in the treatment of capital outlay the 
new expenditure of £12,000 may be either 
wholly or partly charged direct to the year's 
revffliue account by one railway company, while 
another railway company may charge it wholly 
to capital outlay, and the advisers of a third 
company may consider that the bridge is better 
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than the original structure, and, therefore, that a 

portion of the cost, amounting to £2,000 or 

£3,000, should be charged to capital outlay and 

the balance charged to the revenue account of 

the year as part of the cost of maintenance. 

p^Bed Under the system of record suggested in this 

piantobTiates chapter the register of industrial plant would 

difficnity. show at ODCC how much of the original cost of 

the bridge, amounting to £10,000, had been 

charged off to the annual revenue accounts by 

the end of the twenty years, and thus the 

fects would be known. If the life of the 

bridge had been originally estimated as, or 

subsequently adjusted to, a period of twenty 

years, the whole of the original cost would at 

the end of that time have been provided out of 

revenue receipts. Under this system nothing is 

left to guesswork. The annual revenue accounts 

will be charged with the cost of maintenance of 

industrial plant under two distinct heads, one 

being repairs, which includes all outlay on plant, 

except the cost of additions, betterments, or 

renewals charged to capital outlay and duly 

registered, and the other being depreciation, or 

expired capital outlay, as measured at the end 

of each year by means of the register of plant. 

Use ot official To avoid the danger of outlays on small and 

schedule ot . , , ,. . , ■ , , ■ , 

capital outlay partial renewals of mdastnal plant, in the nature 

danger of of repairs, being charged in the accounts to capital 

of^^if ""* outlay, instead of direct to annual revenue as 
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repairs, each undertakincr should prepare, and renewals aud 

_ II' repairs to 

adopt the use of, an official schedule containing ctipitai 
'^ ° outlay. 

descriptive particulars of all expenditure which 

is to be charged to capital outlay, and this 

schedule may be added to, under proper authority, 

as fresh questions arise from time to- time. All 

expenditure not clearly defined in the schedule 

as being capital outlay must be charged -under 

the head of repairs to the annual revenue account 

of the year in which it is incurred. This official 

schedule of capital outlay should be settled and 

kept up to date under the joint control of the 

engineers' and accountants' departments. 

On the scrapping or abandonment of any Treatmeut of 

. 1 ■ 1 1 • -ii 1 ■ scrapped or 

industrial plant it will be necessary to ascertain, abundoued 

by reference to the register of plant, if any part pianL 

of the original cost of the plant, so scrapped or 

abandoned, in excess of the estimated scrap 

value, still remains in the capital outlay account, 

and, if so, this balance of cost must either be 

written off by being included in the measured 

depreciation to be computed at the end of that 

year, or some duly authorised arrangement must 

be made, and noted in the register of plant, by 

which the amount still remaining will be 

automatically written off, over the next three, 

five, or other number of years, by being included 

ill the measured depreciation for each of those 

years. 

Loose tools and utensils form part of the Loose tools 
. and ntennls. 

h2 ,. I 
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industrial plant of an undertaking, but the 
outlay on these should be recorded separately 
in the financial books, apart altogether from 
the capital outlay accounts the contents of 
which are recorded in the register of plant, 
because the existing value at any time of these 
loose tools and utensils can best be ascertained 
by an annual count and inventory, on the same 
lines as the annual stocktaking of goods which 
are intended for resale. All outlay, both for 
renewal and repair of loose tools and utensils, 
ahould, therefore, be charged, through these 
separate accounts, to the revenue account of the 
year in which it is incurred, subject to adjust- 
ment of stock values at the beginning and end of 
each year. 
Convement ^ convenient form for a register of plant is 

register of a loose-lcaf book, of suitable size, having pages 
allotted to each class of industrial plant, each 
page ruled with twelve separate columnsj one for 
each year, each page -headed with a description 
of the industrial plant, and the declared length 
of life in years, and having a space for the signa- 
tures of the officials responsible for declaring that 
length" of life. In making up the financial 
accounts at the end of each year, any further 
original or renewal outlay, during the year, on 
each class of industrial plant, as shown by the 

• Note. — " Leake's Register of IndnBtrial Rant for the Measure- 
ment of Depreciation " ia published by Mejars. Hentj Good & Son, 
12, Moorgate Street, London, E.C. Price 5s. 4d., post tree. 
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ordinary financial ledgers, is transferred in total 
to the appropriate page and column for the 
particular year in the register of plant. A half- 
year's depreciation is then deducted therefrom, 
and when added to the one year's depreciation, 
which must be deducted from each of the still 
unexpired amounts appearing in the previous 
columns, enahles the total provision for depre- 
ciation of that particular class of plant for the 
year to be ascertained and transferred to a class 
summary. The totals of the three columns (o) 
Capital outlay, (A) Depreciation, and (c) Balance 
increasing or decreasing the unexpired capital 
outlay, for each class of industrial plant, will be 
ultimately abstracted fi-om each class summary to 
an annual general summary, the depreciation 
column of this annual general summary showing 
the amount necessary to be charged to revenue 
account for the year before any profit can result. 

Many years' history of hundreds of different Register will 
classes of industrial plant can be recorded in a y^-'^Say 
register of this kind without any confiision ; and "f dwies ot 
if, during the life of any class of industrial plant, ^^^*™^ 
it is found in the light of subsequently acquired 
knowledge that the original estimate was either 
over or under the mark, this can be easily 
adjusted, and effect given to it so as to provide 
for the then unexpired balance appearing in the 
register being i^Titten off over any altered 
remaining period. Thus, an effective review or 

--.^k 
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survey of the financial position of an under- 
taking, keeping a systematic record of this kind, 
can be carried out periodically with considerable 
precision, and effect given to any altered condi- 
tions of some of the classes of industrial plant by 
suitably modifying the economic life period in the 
register of plant to meet the new circumstances, 
and, further, there is a permanent record of this 
always available. 

Wlien it is desired to measure the depre- 
ciation monthly, each column in the register 
may be used for one month instead of for one 
year, but for ordinary purposes sufficient 
accuracy of result can be obtained by taking 
one-twelfth of the whole depreciation of the 
previous year, and adjusting the difference in 
the last month of the financial year. 

In determining the classes into which 
industrial plant is to be divided for the purpose 
of record in the register of plant, questions will 
arise as to the most convenient units to be 
adopted. The answers to such questions must, 
in every case, depend' on the nature of the 
particular undertaking ; thus, the original cost 
of construction of a railway station would be 
one unit of plant, but any number of roughly 
similar units would be grouped as one class, 
according to the more or less permanent nature 
and situation of the stations and their consequent 
probable duration of economic life, therefore the 
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Stations of a railway company will fall under 
several classes for the pui*pose of record in the 
register of plant. In the case of a steamship, 
the efficient economic life periods of the engines, 
boilers, and hull will all vary, so that for the 
purpose of record in the register of plant such 
property must be divided into at least three 
heads or classes. In <lealing with a fleet of 
steamships, the hulls, of varying size, but having a 
common length of economic life, may all be grouped 
under one class. In the case of the motor 
omnibus, if the chassis has a shorter economic 
. life than the coach-body, it will be an easy matter 
to record the cost in the register of plant under 
two heads instead of one. 

Movable units of industrial plant, such as, ideniiflcation 
say, gas meters, should bear identification diatincdye 
numbers^ and fixed units, such as buildings, 
should be so described in the register as to 
enable them to be always easily identified. 

It is now proposed to show in some detail a Working 
simple illustration of the working of the register ofregiaterof 
of industrial plant. For the sake of brevity in plant. 
this first illustration scrap values have been 
omitted, the method of recording these scrap 
values being shown in a second, but more 
condensed, illustration of the register of plant 
which follows, and is intended more particu- 
larly to show the manner of arranging and 
linking up the loose leaves in the register in 

<^k 
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such a way as to constitute a perpetual record. 
In the first illustration the figures are stated in 
British currency, but in practice it will be found 
more convenient for purposes of calculation to 
state the figures in pounds sterling and decimals 
thereo£ 

The following particulars have been prepared 
of a portion of the outlay on industrial plant 
of an electric tramway undertaking covering a 
period of twelve years, and these transactions are 
worked out in some detail in the register of 
plant illustrated below : — 



1895 
1897 

1898 
1899 
1900 
1901 
190-2 
1903 
1904 

1905 
1906 


CHpital 
onllay. 


depraciaUon 


in balaoM ef 

uneipirsd capital 

ouOny. 


In balance of 
unezpnd culdUJ 


£ •. d. 
88,000 
34,500 
19.500 

8,600 
7,375 
1,850 
7,350 
3,450 
■i.6W 
7,G50 

29,500 
14,040 6 


fi «. d. 

3,007 1 11 

7,705 10 8 
9,891 13 10 

10,928 4 1 
11,564 4 5 
11,913 18 2 
12,297 8 3 
12,743 9 3 
10,930 17 7 
9,732 3 9 

10,918 g 11 
12,682 5 2 


e B. d. 
84,902 18 1 
26,794 9 4 
9,608 6 2 


JE >. i. 

2,428 4 1 
4,189 4 5 
10,063 18 2 
4,947 8 3 
9,293 9 3 
8,240 17 7 
2,082 3 9 


£121,305 13 7 

18,581 11 1 
1,358 10 


£41,245 5 6 
100.000 


£224,405 6 


£124,405 6 


Balance of unexpired 


capital ouOay 


£U1,245 5 6 


£141,245 6 6 
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The annual capital outlay is shown in total in 
the first colamn. The figures in the three other 
columns are obtainable only through the regiat^ 
of plant with its annual general summary, the 
working of which is hereunder shown in 
sufficient detail to enable this to be understood. 

The particulars show that the undertaking Aimnai out- 

T • 1 nil 1 /• ^*7 compared 

was started in the year 189o, by the end or withMnmai 
. 1 . , , depreciation. 

which year the outlay on industrial plant 

amounts to £88,000, and the depreciation" 

provision amounts to £3,097, being one-half of 

a full year's allowance. For the next two years 

there was a further outlay on industrial plant, 

and at the end of the year 1897 the balance of 

unexpired outlay on industrial plant amounted 

to £121,305 13s. 7d. For the next seven years, 

to the end of 1904, the yearly outlay on 

renewals of industrial plant amounts to 

considerably less than the depreciation provision ; 

so that upwards of £40,000 of the original 

outlay, for which a capital of about £120,000 

was required, becomes gradually liquidated, and 

would have accumulated in hand in the form of 

cash or securities. In the year 1905, however, 

£29,500 was spent on renewals, consisting 

principally of £21,000 for renewal of track, 

and in the year 1906 £14,040 6s. was spent, 

consisting, again, principally of £13,000 for 

renewal of track ; so that by the end of 1906 

the balance of unexpired capital outlay on 

, , ,...> Google 
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ReaBon for 
difference i 
annual 



industrial plant had increased from about 
£80,000, at which it would have stood at the 
jnd of 1904, to £100,000. 

It will be noticed, on examining the 
depreciation column above, that the annual 
inmBtratioii. depreciation for the years 1903, 1904, and 1905 
has fallen somewhat, and this is caused by the 
fiict that the track work, the life of which was 
estimated as being only 7"7 years, turned out to 
■ have a life of ten years, for it was not until the 
year 1905 that it had to be renewed. In 
practice, this might have been easily adjusted as 
soon as it was seen by the engineers that the 
track was likely to be efficient for more than 
7"7 years. The rates of depreciation are taken 
from " Electric Railways and Tramways," by Mr. 
Philip Dawson, in which he gives, as the result 
of extended study of street railway conditions 
in America, the following table of allowances 
for depreciation: — 





Peroeal. 


BoUera 

Turbines 

Transformers 

Curs 

Track Work 

Buildings 

OTerhesd SyBtem .. 




8 to 10 
7 to It 
5 to 6 
4 to 6 
7 to U 
1 to 2 
3 to 8 



Class recoid 
in register of 
industrial 



The heaviest figure of depreciation is used in 
each case. 

The history of each separate class of industrial 
plant will be recorded in the proposed register of 
plant on a class record, as illufitrated below : — 
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The annual total of depreciation of each 
class of plant is ascertained by adding across the 
amounts deducted from the yearly columns, as 
shown above. The sums so obtained will equal 
the amount of depreciation of track work for 
each year, and each sum is entered in the column 
headed "Depreciation" in the class summary 
set out below. Thus the depreciation of track 
work for the year 1902 is arrived at as follows : — 



On 


mtUy 


in 1895 

, 1896 

, 1897 

, 1898 

, 1899 

, 1900 

, 1901 

, 1902 


£ ■. d. 

2,59T 8 
M28 11 5 
389 12 2 
25 19 8 
M 18 8 
45 9 1 
51 18 
38 19 3 








£4,61S 1« 1 



The loose leaf, or leaves, containing the 
history of each claas of industrial plant, called 
the "Class Record," as shown on page 107, will, 
in the proposed register of plant, be immediately 
followed by a record for each class, called "Class 
Summary," as shown below: — 

Class Summaby. 
Description of Industrial Plant : Track 
Work. 

Length of Efficient Economic Life : 7"7 years 
(equal to 13 per cent.). 

Class No. Sheet No. 

, , ...> Google 
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1895 

1896 

1897 

1898 

1899 

1900 

1901 

1902 

1903 

1904 

1905 

1906 

£ 


Cipttol 


ou»r. 


i>epi«totlon. 


»pitai„,.tuj-. 


20.000 


s. d. 
(J 


1,288 14 o' 


+18,701 6 O" 


20,000 
11,000 






1,298 14 
3.311 13 8 


18,701 6 
+ 7,688 6 


31,000 
3,000 






4,610 7 8 
4,220 15 6 


26,389 12 4 
— i,2ao 15 6 


31,000 
200 






8,831 3 2 
4.428 11 4 


25,168 16 10 
— 4,228 11 4 


34,200 

BOO 









13,259 14 6 
4,474 5 


20,940 5 6 
— 3,974 5 


34,700 
350 


17,733 14 11 
4,529 4 3 


16,966 5 1 
— 4,179 4 3 


35,050 
400 







22.262 19 2 

4,577 18 4 


12,787 10 
— 4,177 18 4 


35,450 

600 

36,050 
440 










26,840 17 a 
4,642 16 1 


8,609 2 6 
— 4,042 16 1 


31.483 13 7 

2,632 8 9 


4,.S6S 6 5 
- 2,192 8 9 


36,490 
900 







34,116 a 4 
1,057 2 


2,373 17 8 

— 157 2 


37.390 
21,000 






35,173 4 4 
1,882 15 9 


2,216 15 8 
+19,117 4 3 


58,390 
13.000 







37,056 1 
3,991 17 1 


21,333 19 U 
+ 9,008 2 11 


71,390 





41,047 17 2 


30,342 2 10 



In the register the plus quantities are 
recorded in the class summaries in black ink, 
and the minus quantities in red ink. 

At the end of the proposed register of plant Annud 
suitably ruled loose leaves will be inserted, aummary in 
headed " Annual General Summary," as illus- indnatnai 
trated below, and the total of the depreciation 
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column of this annual general summary for each 
year will show the amount necessary to be 
provided out of the revenue receipts of the year 
for depreciation before the profit or loss can be 
ascertained. This amount must, therefore, be 
charged to the annual revenue account and 
written off the capital outlay account in the 
books of the undertaking. The annual general 
summary of the various class summaries 
is shown below for each of the twelve 
years, and the figures appearing thereon will be 
found to a^ee with the financial particulars of 
the undertaking set out on page 104. The class 
record and class summary of the track work 
only have been shown in detail above, but it 
will be understood that in the register of 
industrial plant a similar class record and class 
summary for each of the other six classes of 
industrial plant wiU be required. 

Annual General Summary. 
Sheet No, 



1895. 

BoUers 

Turbines 

Transformera ... 

Cars 

Track Work ... 
Buadiuga 
Overhead Sjstem 

£ 


S5S- 




fflpllal outlay. 


6,000 
3.000 -0 
2.000 
25.000 
20.000 
24,000 
9,000 


£ •. d. 
250 
135 2 8 
60 4 10 
753 5 
1,298 14 
240 
360 


£ t. d. 

+ 4,750 
+ 2.864 17 4 
+ 1,939 15 2 
■A- 24,246 19 7 
+ 18,701 6 
4- 23.760 
+ 8,640 


88,000 


3,097 1 11 


+ 84,902 18 1 
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ANKUAL GENERAL SUMMARY, amlinuei— 













.™- 1 




CipiUI outlay. 




BsUoce at uncxpind 1 


1896. 








Mpftolouttay. 


£ •. 


d. 


£ s. d. 




£ ■. d. 


Boilers 


2,500 





625 


+ 


1,875 


Turbine. 


nil 




270 5 5 




270 5 5 


Transfonners ... 


1.000 





150 l;i 1 


t 


849 7 11 


Care 


16.000 





1,987 19 6 


14,012 6 


Track Work ... 


11.000 





3,311 13 8 


+ 


7,688 6 4 


UuUdings 


nil 




480 




480 


Ovcctiead S^Btem 
1S9T. 


4000 





880 


+ 


3,120 


34.000 





7,705 10 8 


+ 26,794 9 4 1 


250 





762 10 


_ 


512 10 


Turbines 


1,250 





326 11 6 


+ 


923 8 6 


Tranrformer* ... 


nil 




180 14 6 




180 14 6 


Can, 


10.000 





2,771 2 4 


+ 


7,228 17 8 


Track Work ... 


3,000 





4.220 15 6 




1,220 15 6 


Buildinga 


3,000 





510 


+ 


2,490 


Overhead System 

£ 
189S. 
BoUers 


2,000 





1,120 


±_ 


880 


19,500 





9,891 13 10 


J- 


9,608 6 2 


1,250 





837 10 


+ 


412 10 


Turbines 


4,750 





596 16 11 


t 


4,153 3 1 


Traneformfra ... 


2.000 





240 19 4 


1,759 8 


Cars 


nil 




3,072 6 6 




3,072 6 6 


Tr*ck Work ... 


200 





4,428 11 4 




4,228 11 4 


Bnildinga 


nil 




540 


_ 


540 


OTethead SjBtem 

1899. 
BoUers 


300 





1,212 


— 


912 


8,500 





10,928 4 1 


^ 


2,488 4 1 


1,625 





981 5 


+ 


643 15 


Turbines 


nU 




810 16 3 




810 16 3 


TraoBfonuers ... 


nU 




301 4 2 




301 4 2 


Cars 


5,000 





3.222 18 7 


+ 


1,777 1 5 


Track Work ... 


500 





4,474 5 




3,974 5 


Biuldiuge 


wl 




510 




540 


Orerhead Sjetem. 

1900. 
Boile™ 


250 





1,234 


— 


984 


7,375 





11,564 4 5 


~^ 


4.189 4 5 


nil 


"" 


1,061 10 


_ 


1,062 10 


Turbines 


500 





833 6 8 




333 6 8 


Trontformers ... 


nU 




301 4 2 




301 4 2 


Cars 


1,000 





3,403 13 1 




2,403 13 1 


Track Work ... 


350 





4,529 4 3 




4,179 4 3 


Bnildinga 


nil 




540 




540 


Overhead Sjatem 


nU 




1,244 


— 


1,244 


1,850 


11,913 18 2 


^ 


10.063 18 2 
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ANNUAL GENBBAL 8TJMMAET, i 





C]rital 




BulBUce ofuncxpteed 


1901. 


outlay. 




opiUI ouUay. 


£ a. d. 


S 1. i. 




£ B. d. 


BoUen 


500 


1,087 10 




587 10 


Toibinea 


3,750 


1,024 15 5 


+ 


2.725 4 7 




nU 


301 i 2 




301 4 2 


Cars 


2,000 


3,484 4 




1.495 4 


Track Work ... 


400 


4,577 18 4 




4,177 18 4 


BaUdings 


nil 


540 0- 




540 


O'erbead Sjstem 

1902. 
Boilers 


'00 


1,272 


~ 


572 


7,350 


12,297 8 3 


^ 


4,947 8 3 


1,500 


1,187 10 


+ 


312 10 


Tnibines 


nil 


1,193 13 10 




1,193 13 10 


TmuBfonnen ... 


nU 


301 4 2 




301 4 2 


Can 


nU 


3,554 5 2 




3,554 5 2 


'Crsck Work ... 


600 


4,642 la 1 




4,012 16 1 


BuUdiugs 


1,000 


550 


+ 


450 


OrerheBd System 

£ 
1903. 
Boilere 


350 


1,314 


~ 


964 


3,450 


12,743 9 3 


- 


9,293 9 3 


SOO 


1,287 10 


_ 


789 10 


Turbines 


750 


1,227 9 6 




477 9 6 


TransfonneiB ... 


nil 


301 4 2 




301 4 2 


Cars 


nil 


3,554 6 2 




3,554 5 2 


Track Work ... 


440 


2,632 8 9 




2,192 8 9 




ul 


560 




560 


Overhead System 

£ 
1904. 
Bollera 


1,000 


1,368 


— 


368 


2,690 


10,930 17 7 


- 


8,240 17 7 


8,750 


1,500 


+ 


2,250 


Turbines 


nil 


1,261 5 2 




1,261 5 2 


Trftiuformets ... 


nU 


301 4 2 




301 4 2 


Cue 


3,000 


3,644 12 5 




644 12 5 


Track Work ... 


900 


1,057 2 




157 2 


Buildings 


nil 


560 




560 


Orerhe^ SysUm 

£ 
1905. 
Boilers 


nil 


1,408 


— 


1,408 


7,650 


9,732 3 9 


- 


2,082 3 


1,750 


1,520 


+ 


230 


Turbines 


5,000 


1,486 9 4 


+ 


3,513 10 8 




nil 


301 4 2 




.101 4 2 


Cars 


nil 


3,734 19 8 




3,734 19 8 


Track Work ... 


21.000 


1,882 15 9 


+ 


19,117 4 3 


Buildings 


1,500 


575 


+ 


925 


OTsrliead System 
£ 


250 


1,418 -0 


~ 


1,168 


29,500 


10,918 8 11 




18,581 11 1 



PLANT — RECORD OF DEPRECIATION. 113 
ANNUAL GENERAL SUMMARY, eimtinuid— 



1906. 

BoUms 

Torbines 

Transframera ... 

Cara 

Track Work ... 

Overhead System 

£ 


CsplUl outlaf. 


Depredation. 


Baluioe of uneii^nd 
cftpittH ouOay. 


£ >. d. 
250 
nil 
nit 
nil 
13.000 
790 6 
nil 


£ ». a. 
1.250 
1,378 7 1 

301 4 2 
3.734 19 8 
3,991 17 1 

597 17 2 
1.428 


£ 8. i. 

— 1,000 

— 1,378 7 1 

— 301 4 2 

— 3.734 19 8 
+ 9,008 2 11 
+ 192 8 10 

— 1,428 


14,040 6 


12,6M2 5 2 


+ 1,368 10 









In the re^ster the plus quantities are 
recorded in the annual general summaries in 
black ink, and the minus quantities in red ink. 

The following further illustration of the Further 
working of the proposed register of industrial of"i^Bterof 
plant is intended particularly to show the plant. 
manner of arranging and linking up the loose 
leaves in the register in such a way as to 
constitute a perpetual and miinterrupted record 
of the history of each class of plant over any 
rnumber of years. Owing to considerations of 
space only three annual columns are shown, on 
each class record sheet in this illustration, in 
place of the twelve columns which are provided 
in the register of industrial plant. For the 
particular purpose of this illustration the 
<x)ntraction has the advantage of calling for the 
use of a fresh class record sheet at the end of 
each period of three years, instead of twelve 

, , , I.., Google 



114 PLANT — ItECOKD OF ]>EI'BECIATIOM. 

years, thus enabling the simple method of 
indefinitely expsmding the records to be shown 
in a small s[>ace. 
^rfctd^ot The illustration shows the case of a new 
undertaking, which commenced operations on 
the Ist January, 1909, being at that time 
unequipped with industrial plant. The industrial 
plant subsequently acquired is assumed to consist 
of four classes, viz. ; boilers, turbines, curs, and 
buildings. In this illustnition only the class, 
record sheets for boilers are shown, and these 
are set out in detail for a period covering two 
sets of sheets, with an illustration in skeleton 
form showing the arrangement of the third set 
of sheets required to follow ()n. The class 
summary is also ftir boilers, and extends only to 
the end of the year 1913. The annual general 
summary is for the year 1911 only, and includes- 
in this case the assumed figures relating to each 
of the four classes of industrial plant. The 
boilers, being the class selected for detailed 
illustration, have an estimated efficient economic 
life of ten yeare. One or more new boilers are 
purchased each year, except in the year 1913, 
when there is no capital outlay on new boilei-s. 
The scrap value of the boilers is estimated at 
about one per cent, of the cost. For the purpose 
of entering in the register, the original cost is 
divided into two parts — scrap value and usable 
value. The outlay on the purchase of new 
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boilers, which, of course, includes tlie scrap 
value, is as under : — 

1909 ... £2,020 1912 ... £505 

1910 ... 1,010 1913 ... nil. 

1911 ... 1,515 1914 ... 1,010 

By reference to the class summary for boilers, 
shown on page 118, the eifect of the transactions 
in this class of plant each year can be followed to 
the end of the year 1913. It will be noted that 
in 1913 the existing unexpired capital outlay on 
boilers is reduced for tlie first time, the 
transactions in the former years having in everj- 
case resulted in an increase in unexpired capital 
outlay on boilers, after deducting the depreciation 
of the year. The class record sheets and class 
summary sheets for turbines, cars, and buildings 
are not shown, but they would be written up in 
the same way as for boUers. The annual general 
summary, shown on page 118, covers the year 
1911 only, but an annual general summary will be 
prepared for each year on the same lines. This 
annual general summary shows that during the 
year 1911 the total capital outlay on industrial 
plant amounted to £4,015, and the total 
depreciation accruing during the year to £2,775, 
which amount must be charged to the revenue 
account for the year under the head . of 
depreciation, thus providing out of revenue 
receipts £2,775 towards the £4,015 outlay 
during the year, the balance of £1,240 having to 
be found elsewhere. 

-'^.. .ik 
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Class Record. 
oittHKcord. The one sheet below will, in the register, 

have twelve columns, and will cover the period 
between the first and the twelfth year inclusive. 
FiLiD Itr a CLiBB 1. 



RoiLiBfi. dasa 1. 
Life 10 jean. Sheet U. 


O 

Scrap 

Usable 

DeprecUtL 


valne 
value 
onl909 

1910 


1909. 


1910. 


1911. 


£ 

201 

2,000l 

100 


£ 

10 

1,000 

50 


£ 


1,920 

300 







1,7201 960 


151 
l,JiOO* 




1911 


200 1 100 


75 




£ 


1,620 ■ 860 


1.440 



) Capita] Onllsy on 
i il.5l» in lefl. 
I The Utal of the Itenu 
! is £3I>. beiuc the ] 
( ot Buleis in 1911. 



I Snimnwl 
\ page IIS. 



The two sheets below will, in the register, 
have twelve columns on each sheet, and will 
cover not less than the period between the 
thirteenth and the twenty-fourth year inclusive. 



Piled 2m 


D IN Class 1. 




RoiLiiti. Class 1. 

Life 10 jeBxa. Slieet 2a. 







1909. 


1910. 


1911. 


£ 


£ 


£ 




1912 


1,520 
200 


860 
100 


1,440 

150 




1913 


'200 


760 
100 


1,290 

150 


o 


1914 


1,120 
200 


680 
100 


1,140 

150 




£ 


920 


560 


990 



FlLID 3bii 


IN Class 1. 




BoiLiHi. OlasB 1. 1 
Life 10 years. Slieet 2n. | 






1B12. 


1913. 1914. 







£ 


£ £ 




1912 


EOO 
25 









1913 
1914 


480 

50 


z 


ID 

1.000 

50 


430 
50 


z 




£ 


380 


- 


960 
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The reducdng totals of unexpired capital 
outlay always include eatimated scrap value ; 
thus, the above £920 includes £20 scrap value ; 
the £560, £10 ; the £990, £l5; the £380, £5, 
and so on. It is unnecessary in a class record 
to set apart a column for any year unless capital 
outlay has been incurred during that year. 

The three sheets below will, in the register, 
have twelve columns on each sheet, and will 
cover not less than the period between the 
twenty-fifth and the thirty-sixth year inclusive, 

and to set them out in detail would be needlessly 

cumbersome. 



fowl 4th in 


Clam 1. 




File 


D 5th 


N Clabb I. 




FlLBD 6tR in 


CIJ.B8 1. 


Class 1. 
Sheet 3a. 




Class 1. 
Sheet 3b. 




ClatB 1. 
Slieet3c. 








1 



















The class record sheets may thus be multi- 
plied to any extent required. The system of 
numbering the class record sheets should be 
carefiilly noted- 
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Clam 

^^ Class Summary. 


Annual 
General Summabt. 


••iBmiaiy. PiLsn At End op Ouw 1. 


FiLBU AT End op RaoiarBB 





1 



O 


1909 ... 

1910 ... 

1911 ... 

loia ... 

1913 ... 

£ 


SC 


S^ 


lIBlUIDI. 

+1,920 


2,020 


100 

^00 
250 


2.020 
1,010 


1,920 

+ 7ao 


3.030 
1.515 


350 

37.5 


2,680 
■1-1.110 


4,545 
505 


725 
4T5 

1,200 
SOO 

1.700 


3,820 
+ 30 


5.050 
5,050' 


3.8.50 
- .WO 


3,350 





1 


o 




1911. 

BoUew ... 
TurWnen. 
Cars ... 

Buildings 

£ 
1912. 


se 


s:e^ 


S£i. 


£ 
1.515 

200 
1,300 
1,000 

4,015 


£ 
376 

700 

1,400 

300 


£ 
+1.140 

- 500 

- 100 
+ 700 


2.776 


+1,840 


&c. 


ice. 


tc. 



In the re^ster the plus quantities are 
recorded in the summaries in black ink and the 
minus quantities in red ink. 
In the case of Xo bring the register into use in the case of 
nudertaVing. an established undertaking an analysis must first 
be made of tlie balances standing in the ordinary 
financial ledgers representing the existing book 
value of capital outlay on industrial plant, and 
dividing this existing value into suitable classes 
for record in the register, showing each tyjie of 
plant separately, and 8ubdi\'iding each type into 
groups, each group having a common useful life 
period. Where a single unit, such as a steam- 
ship, comprises several distinct parts, having 
different lengths of useful life, which are 
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renewable separately, as engines or boilers, or, 
in a motor omnibus, coacb-body and chassis, the 
outlay may conveniently be sulxlivided into 
separate classes for engines, boilers, and so on. 
If a rough-and-ready computation of deprecia- 
tion only is required, a division into a few 
well-deiineil classes will be sufficient, or, in 
some cases, the whole capital outlay may even 
be dealt with as one class, enabling depreciation 
to be easily computed on cost year by year, 
instead of on the diminishing ledger balances 
of cost. 

The contents of the analysis will be distributed Method of 
to separate class record sheets, to be opened in o^^riSf 
the register for each class as shown above. The deprecintion. 
unexpired value, with remainder or scrap value 
shown separately, will be entered on the first Une 
of the first or left-hand cash column, and the total 
of the amounts so distributed will agree with the 
balances in the ordinary financial ledgers repre- 
senting the existing book value of capital outlay. 
Full instructions as to the manner in which the 
unexpired capital outlay in each class, at the 
date the register is brought into use, is to be 
charged to the revenue accounts of future years 
should be entered on each class record sheet, and 
an estimate of the whole useful life period of the 
class, and of the remainder or scrap value, with 
any special information as to this, should also be 
noted at the head of each sheet. At the end of 
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each subsequent year all capital outlay on 
industrial plant daring the year, as recorded in 
the ordinary financial ledgers, will be analysed 
and distributed to the next available column in 
each class record sheet under the head of that 
year. The year's depreciation will be computed 
on the original outlay, less scrap value, at a rate 
according to the instructions in each case, and 
deducted on the class records from the unexpired 
outlay appearing in each year's column, and 
the class summaries will then be written up 
for the year, together with the annual 
general summary, the depreciation column of 
which latter will show the amount to be charged 
under the head of depreciation to the revenue 
account for the year. 
luitiai In the case of an established undertaking 

difficulty in , . , . 

the ca-e of Bii some difficulty will be experienced in determining 

eatttbliihed , / . , . , , , . , 

undertaking, the proportion in which the then unexpired 
capital outlay on each class of industrial plant is 
to be charged to the revenue accounts of future 
years. This outlay will generally fall under one 
of two heads, one representing outlay such as that 
on the construction of a building with a whole 
useful life period of, say, fifty years, and twenty 
years may have expired at the date the register 
is brought into use. Here the matter is simple, 
it being merely necessary, in future, to write oft 
one-thirtieth of the unexpired capital outlay in 
each of the remaining thirty yp-ars of the 
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estimated future life. The other head is repre- 
sented by any class consisting of a number of 
separate units, some of which are renewed from 
year to year or occasionally, such as, for instance, 
the meters of a gas company. It may be , 
desirable in cases falling under this head to 
abstract the outlay on the purchase of new units 
(in this instance meters) for each former ye^, 
and ascertain the present value of each year's 
purchases by writing up class record sheets_ for 
the necessary back period, as it is evident the 
unexpired capital outlay cannot properly be 
equally distributed over fiiture years to represent 
depreciation, as the depreciation will, in fact, be 
a diminishing quantity each year. 

To make this clear it is necessary t« set out cibbs recotd 
a diss record relating to the meters of a gas ^T^^ 
company which buys, say, one hundred new **™p"''''' 
meters each year at a cost of £l each, the 
meters imving an efificient life of ten years, 
thus : — 
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If the gas company, not having previously Need of bw* 
kept a register of industi-ial plant, proposed to rueordn. 
commence the use of such u register as from, say, 
the 1st January, 1911, the ledger balances of 
the capital outlay accounts standing in the 
ordinary financial ledgers must be split up and 
roughly allocated between the various classes of 
industrial plant for record in the register. One 
of these classes will be gas meters, and, assuming 
that the ledger balances truly represent , the 
unexpired capital outlay and can be correctly 
allocated to the different classes of industrial 
plant, the amount allocated to gas meters will be 
£450, in addition to £100, the cost of new 
meters prepared for use as from the Ist January, 
1911. It might be hastily as8ume<l that, as the 
meters have a life of ten years, this £450 should 
be written off to fiiture annual revenue accounts 
in equal instalments of one-tenth over the next 
ten years ; but this is not so, because although the 
year 1911 'mil have the benefit of the use of one 
thousand efficient meters which were in existence 
at the date the re^ster is brought into use (one 
hxmdred of these being new and unused), the 
year 1912 will have tlie use of only nine hundred 
of those particular meters, because one hundred 
which have been longest in use will be worn 
out and useless after the year 1911, ami su 
the numbers will decrease by one hundred 
each year until, in the year 1919, only t^vo 
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hundred of the one thouaand original meters 
will be in use, all the others having in 
the meantime been worn out and discarded 
from time to time. It therefore follows that 
the £450 of unexpired capital outlay on the 
nine hundred used meters existing at the Slst 
December, 1910, should be charged to revenue 
under the head of depreciation in the following 
years, as under : — 



Tear. 


£ 


1911 


90 


1912 


80 


]913 


70 


1914 


60 


1915 


60 


1916 


40 


1917 


30 


1918 


SO 


1919 


10 




£450 




"™" 



A reference to the above class record will 
show that the total depreciation on meters for the 
year 1911 will be £10 more than the £90 
appearing above, the additional £10 being the 
depreciation on one hundred new meters assumed 
to be purchased and ready for use as from the 
1st January, 1911. In cases of this kind, when 
preparing to start a register of plant, therefore, 
it mil be helpful to roughly abstract the past 
annual outlay on the purchase of plant, such as 
meters, for instance, for each of the nine years, 
1902 to 1910, inclusive, being one year short 
of the whole life period, and to write up a 
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class record sheet coverinj; this period, for 
otherwise it will be difficult to equitably distri- 
bute the unexpired capital outlay as depreciation 
to the revenue accounts of subsequent years. 

An apparent difficulty in the way of AmHiwnt 
measurement of annual depreciation by the use tie case ot 
of a re^ster of industrial plant, in the case of eatabiiahed 
some established undertakings, may arise from its " "*^' 
being found that the amount of the ledger 
balance of capital outlay on industrial plant, 
which also appears year by year on the assets 
eide of the balance sheetas the value of this asset, 
is much greater than can be allocated to the 
various existing classes of industrial plant, if these 
are valued at anything like a reasonable sum. This 
state of affairs has probably arisen from the fact 
that in former years the amounts charged against 
revenue receipts to answer annual depreciation 
have been inadequate, with the result that the 
balance of capital outlay on industrial plant has 
g;Tadually accumulated to an altogether excessive 
amount. In such cases the difference between 
the estimated actual value of the existing indus- 
trial plant and the balance of the capital outlay 
■on industrial plant appearing in the books should 
be transferred in the books to a goodwill, estab- 
lishment, or suspense account, which may, if 
•considered advisable, be gradually reduced hi 
future years by being written down out of 
profits. It may not in all cases be necessary to 
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Method of 

TSTIsillg 

estimateg of 

life pettoda 
and scrap 
vrtlues. 



Illuetratiua 
of this 
method. 



disclose these book entries on the face of the 
published balance sheet, this being a question of 
policy to be considered in the circumstances of 
each particular case. In any event it is evident 
that such a condition of affairs is no bar to the 
iidoption at any time of a plan for the systematic 
measurement and provision of depreciation on 
the whole of any industrial plant. 

It has been pointed out in the previous 
chapter that the written estimates of the two 
unknown factors relating; to the depreciation 
of each class of industrial plant must be revised 
whenever current knowledge and experience 
show that revision is needed, and an illustration 
of the manner of doing this is given below with 
the aid of a specimen " class record." In this 
illustration both the length of the period of 
useful life and the scrap value have been revised 
after a lapse of five years from the start. 

For the purposes of the illustration (see class 
record on page 130) the sums spent on new boilers 
each year are assumed to be as under : — 





Outlay. 


EilinikttA 


Borapralwi. 


£ 


-£ 


£ 


1909 .,. 


2,020 


2,000 




1910 ... 


1,010 


1,000 


10 


1911 


1.515 


1,500 


15 


1912 


505 


500 


5 


1913 


ml 


nil 






Estimate 


auerevi 


red M from tlie end of five 


1914 ... 


Team 
1,61)0 


ftomthe 
900 


Irt Janoaiy, 1909. 
100 


1915 


GOO 


450 


50 


1916 ... 


800 


720 


80 
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The life of the boilers was originally 
estimated at ten years, and the scrap value at 
about 1 per cent, of the cost, and the raeaeurement 
of depreciation proceeded on this basis up to and 
including the year 1913. It is assumed that in 
the course of tlie year 1914 the engineers found 
that it would pay to scrap tlie boilei-s of this class 
after they had been in use for eight years, instead 
of ten as originally estimated, and that they could 
then be disposed of at a sura equal to about 10 
per cent, of their original cost. The engineers in 
charge of this class record accordingly caused to 
be altered the written estimates of the life period 
and of the scrap value under date the 2l8t 
December, 1914. It will be seen on reference 
to the class record t)n page 130 that when, after the 
close of the year 1914, the accountants proceed 
t(» measure the depreciation for that year due 
effect is given to the altered estimates by 
drawing a line under the columns containing 
the records computed on the old estimates 
to the end of 1913, and proceeding then to 
compute and note the fraction of the surviv- 
ing usable value which, according to the new 
estimate, must in future years be written off 
each of the amiual columns containing un- 
expired capital outlay. They then re-state in 
each column the scrap value appertaining to 
each former year's outlay, according to the 
new estimate, and also the usable value, and 
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proceed to deduct the depreciation for 1914, 
measured on the new hasis. 

The fractions of the surviving usable value 
to be written off in future years shown in the 
illustration are arrived at as follows : By 
the end of the year 1913 four and a-ha!f 
years' depreciation had been written off the 
boilers which were brought into use in the course 
of 1909, and, therefore, when the estimates 
were altered in the year 1914, there would 
remain three and a-half years of the new 
-estimate of eight years' life within which to 
ivrite oft' the balance of the then surviving usable 
value. By deducting £202, the new estimate ot 
the scrap value of the 1909 outlay,, from £1,120 
the balance of the 1909 column at the end of the 
previous year, the surviving usable value is found 
to be £918. It will, therefore, be necessary in 
future years to write off two-sevenths of this 
usable value in order to reduce the balance of 
the 1909 column to an amount equal to the 
■estimated scrap value at the end of three and 
a-half years. The other fractions, two-ninths, 
two-elevenths, and so on, are determined by the 
same process of reasoning. It will be seen that, 
after the new computations have once been made 
and noted on the class record, it is merely a 
question in future years of repeating the deduc- 
tions from each column. The final deduction 
for depreciation in each column represents one 
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lalf-year's depreciation only for the reason that 
the first deduction was in each case for half a 
year only. The remainderj shown at the foot of 
■each column, represents, roughly, the scrap value 
iiccording to the amended estimate. An amount 
equal to the scrap value of the various classes of 
■exhausted plant will, in the financial books each 
year, be transferred from the debit of capital 
outlay account to the debit of scrap account, 
being at the same time ruled off each year under 
each class record in the register of industrial 
plant. 
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To the casual observer it may appear that Simplidtyoi 
„ , . , , . ,. method, 

the treatment oi this class record is too compli- 
cated to be practicable, but a little study of the 
matter will show that it is really exceedingly 
simple, and merely requires the most ordinary 
clerical attention. It should be remembered 
that the class record set out above is an 
important and necessary statement of account 
relating to capital outlay on boilers, amounting 
to upwards of £7,000, incurred in the course of 
eight years, and covering a period of no less 
than fourteen years, so that the detail cannot be 
considered excessive. 

It often happens, in the case of railway and J^ <^ ^ 



other undertakings, that at the end of the useful >" buUding 

^ ' ^ new plant. 

life of some class of plant, such as railway 
passenger coaches, for instance, certain parts 
are detached and used in the construction of 
new plant : thus the old wheels may be re- 
tyred and used in building a new class of 
horse boxes, and so on. In all such cases, 
directly the probability of this is foreseen, the 
intention should be noted in the register of 
plant as aiFecting the remamder, or scrap value, 
of the particular class, and when the transfer 
of the parts takes place the value must be 
deducted in the register from the outlay on the 
old class and added to the outlay on the new 
class, for which a fresh class record sheet will be 
opened. 
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Accidental In case of deBtruction of industrial plant by 

destruction. „ . , ■ i i_ i i 

of plant. fire or other accident, the unexpired book value 
of the plant destroyed must be deducted from 
the particular class record in the register of 
plant, and entries made in the ordinary financial 
ledgers in such a way as to relieve the capital 
outlay accounts of the value so destroyed. 
Outiaj on It is sometimes known in advance that 

Tais during further substantial outlay will be incurred, as a 
matter of course, on certain classes of industrial 
plant at intervals, in order to keep the plant 
efficient during the useful life period. In such 
cases the total amount of this further outlay 
may be estimated and recorded in the register 
under the year the plant is originally acquired, 
in order to provide a &ir and regular depre- 
ciation charge against each year's revenue in 
return for efficient service. Any such entries in 
the register of plant must be also recorded in 
the ordinary financial ledgers, by debiting the 
capital outlay accounts and crediting a reserve 
for future capital outlay. As and when the 
outlays actually take place, the reserve account 
in the financial books will be debited with the 
cost, instead of the capital outlay accounts being 
charged, and any difference between the reserve 
and the actual outlays must be adjusted. 
Treatment of The proceeds of sales of remainder and scrap 
eaiesotacrap. should be Credited in the ordinary financial 
ledgers to a remainder and scrap account, and 
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the scrap values as ori^nally eatimated and 
recorded in the register of plant should, aa the 
plant goes out of use, be debited to this account 
and credited to the capital outlay accounts, the 
amounts being at the same time eliminated from 
the columns in the register of plant, so that 
the amount i"emaining in the register of plant 
will always agree with the balance of the 
capital outlay a<«x)untj4 in the ordinary financial 
ledgers . 

To illustrate the adaptable nature of the Adaptable 

, (. •! ,.■ natiwe of 

register, suppose the cost oi a railway station wgiBter, 
buildings to have been originally £5,000, and to 
be recorded in the register with others of a 
group having an estimated economic life of fifty 
years. At the end of thirty years the station is 
partially pulled down and a new one built, the 
new expenditure being double the cost of the 
original station, or £10,000. It will be possible 
to say, definitely, that £3,000 has been taken 
out of revenue receipts during the thirty years 
for expired outlay on the original station, the 
life of which was estimated at fifty years. It 
may then be determined either to write off the 
remaining £2,000, in whole or in part, over the 
next few years, or to add it to the £10,000 new 
expenditure, and immediately thereafter revenue 
account will begin to contribute annually to the 
reduction of the new total of £12,000. Again, 
if a railway company decides to reconstruct and 
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greatly enlarge a terminal station, and the total 
reconstruction and enlargement costs £200,000, 
it may be determined that, taking all known 
fects and probabilities into consideration, the 
efficient economic life of the station shall be 
estimated at one hundred years. This will 
involve, in addition to dealing with any balance 
of cost of the original station, the charging to 
revenue account of an annual sum of £2,000 ; 
or, if it is determined that the efficient economic 
life shall be declared at fifty years, then £4,000 
per annum will be charged to revenue account, 
and will become part of the operative expense of 
maintenance under the head of depreciation, the 
operative expense also including the cost of all 
structural and other repairs, which will be 
charged to maintenance under the head of 
repairs in the years they are incurred. In the 
case of extensive repairs, such as the repainting 
of the ironwork, the cost may, if desired, be 
treated as capital outlay and recorded in the 
register of plant and spread over the ten or 
twelve years, or other period, during which the 
benefit is expected to extend. The charging of 
£2,000 or £4,000 per annum to revenue is, of 
course, not intended to represent the annual 
value of the station, 'but stands only for the 
inevitable decay of the structure, which forms 
part of the operative expense" of the undertaking, 
whether so recorded or not. 
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The explanations and illustrations set out in HipiMationB 

... , , 11,.. 1 . *>l^ iUuHtra- 

this chapter of the method of using the register tioiw » 
of industrial plant, although detailed, are 
altogether incomplete ; but the principles laid 
down are most important. All capital outlay on 
industrial plant should be currently accounted 
for, as it expires year by year, on a recorded 
bask, coinciding as closely as possible with the 
actual course of current events. For this 
purpose a subsidiary accounting equipment, in 
the form of the proposed register of industrial 
plant, is needed, and will be found capable 
of endless adaptation to every conceivable 
condition which can arise, and, if the general 
nature of the proposals have been sufficiently 
set forth, engineers and accountants will 
themselves best be able to adapt and develop 
them for practical use. 
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CHAPTER VIII. 

KATUHAL RAW MATERIAL AND RECURRING 
CHOPS. 

o/™^*™ Another important division of Wasting Assets 
^X^^ includes the mass, or source, of any natural raw 
material, such as bodies of coal and all kinds of 
minerals, deposits of slate, stone, gravel, earths, 
oil, and nitrate, also timber, and all growing 
plants yielding recurring crops, such as tea and 
rubber. All capital outlay on main shafts, main 
adits, shafts which develop ore, and other 
underground developments, also falls conveniently 
under this head of wasting assets, as also does 
the capital outlay on clearing, planting, 
developing, and weeding estates yielding 
recurring crops. 
Bitentof A large amount of capital is invested each 

capital outlay . . . ^ 

on natural year in undcrtakinffs owning; wasting assets of 

rawmaterial •,,.,,, ?, . f. , ^ „, 

andtecutting the Kind dealt with in this chapter. Ihe 
supplement to The Economist of the 18th 
February, 1911, shows that the fresh capital 
applied for by prospectus in the EngUsh market 
during each of the two years, 1909 and I9l0, 
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connected with such undertakings, was as 
under : — 



£19,553,900 'i41,172,700 



The greater part of all this capital will be laid 
out in the purchase of natural raw material, or in 
the cost of planting and developing estates to 
yield recurring crops, and the lives of all such 
classes of property are finite. 

The payments made for the purchase of all Aiiwepay- 

'^ •' "^ ments made 

this property are, without exception, payments inadTance 
made in advance on revenue account. The account, 
property is in each case wholly dedicated to the 
purpose of earning profits or increase. It is not 
intended for re-sale in its existing form, and, 
therefore, as has been already pointed out in the 
chapter on " Depreciation," subsequent market 
fluctuations, due to the operation of the law of 
supply and demand, cannot affect the question of 
the annual amount of depreciation necessary to 
be provided out of the revenue receipts of each 
year to replace the expired outlay or cost of this 
perishing property. 
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Depreciotlon In measuring the annual depreciation of the 

raw material, mass OF source of natural raw material and land 
intended for aale, the chief &ctor to be taken 
into conBideration is the proportion which the 
volume exhausted by being won — or, in the 
case of land, exhausted by being sold — in each 
year bears to the whole volume according to the 
latest estimates. It may be observed that the 
factors of expiration of time, natural decay, wear 
and tear, and obsolescence, which are so prominent 
in considering the questiort of depreciation of 
industrial plant, are absent here ; for, in the case 
of the mass or source of natural raw material, 
and of land intended for sale, the only question 
for consideration is the proportion which the 
annual depletion of the mass bears to the whole 
mass (known or estimated) which originally 
represented the capital outlaid. 
Depreciation In determining the annual amount of expired 

and recurting ., i/. ..\ , , ,, 

crops. capital outlay (depreciation J to be taken back 

out of each year's revenue receipts, in the case 
of recurring crops, such as tea and rubber planta- 
tions, many questions of difficulty will arise. It 
is, however, clear that the benefit of all outlay 
incurred in securing planted and developed 
estates, except only the cost of the land, is tem- 
porary and finite, and, therefore, each year's 
revenue account which receives any part of 
that finite benefit must contribute something 
towards the cost of producing every unit of 
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quantity, either weight or measurement, the 
proceeds or values of which are brought to 
credit. This annual contribution must be 
charged against revenue receipts quite inde- 
pendently of the results of each year's trading, 
which may be either good or bad, and the 
regularity of the provision should be secured 
by the use of a carefiilly prepared scheme, 
drawn up to suit the circumstances of each 
case, and capable of adjustment to any altered 
conditions which may develop in the future. 
The important point is to secure the regular 
provision of an annual sum out of revenue 
receipts upon a settled basis. If the amount 
is at first wrongly estimated, the rates can be 
adjusted at a later date. 

In preparing such a scheme it should be DeprecUtiou 
, ..-,,, , , . , factoiM to be 

borne in mind that the outlay on planting and considered. 

developing estates of all kinds falls under several 

heads of a varying degree of permanence. The 

original cost of clearing jungle land, and draining 

and road making, for instance, may in some cases 

be considered of so permanent a nature as to 

entitle it to be placed in the same category as 

the site value of the land, and that, therefore, no 

provision for expired capital outlay need be 

taken back out of the revenue receipts of each 

year, but this is at best a doubtful policy. The 

cost of planting and tending the young plants 

until they reach maturity, including a proper 
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proportion of supervision and administration 
expenses, is of a less permanent nature and 
should generally be dealt with separately. The 
provision should, in each case, be made by fixing 
a sum to be charged against the revenue receipts 
in respect of each unit of quantity the value of 
which is brought to the credit of each annual 
revenue account. Unless this is done the 
economic cost of producing the product will be 
understated in the revenue account. The policy 
of charging against annual revenue the cost of 
up-keep and replanting, only when it is incurred, 
does not overcome the difficulty that the. 
economic cost of the product will be under- 
stated in the earlier years, and probably 
also in many subsequent years during the^ 
currency of the undertakings. The most con- 
venient method of accounting for capital outlay 
of this kind is to divide it into classes, and record 
it in a register in the same form as the register of 
industrial plant explained in the pre^dous 
chapter. 

It is obviously impossible to determine with 
accuracy the proportion which the annual wast& 
taking place in the property of collieries^ 
mines, &c., bears to the total cost of such 
property. It is, however, always possible ta 
obtain sufficient data to fix the value of such 
property for selling purposes, and this is gene- 
rally done by means of estimates of the total 
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number of tons of ore contained in the mines, 
the assay value per ton, and the coat per ton of 
raising, smelting, and marketing, from which 
data a capital value ia fixed, which ia considered 
by the purchasers safe and sound enough to 
justify them in risking their capital in the 
venture. 

It should be possible, in the case of every WsBting 

, , . , • , . 1 . asBetB dealt 

undertflkmg with capital invested in property withmtMB 
:fe.lling under the heads dealt with in this chapter, com^e to an 
to lay down a definite policy on some settled ing their 
basis to enable a regular charge to be made to ** ° 
the annual revenue accounts to anawer that part 
of the cost of obtaining the annual revenue 
which is represented by the depreciation 
(expired capital outlay) of the property. The 
property in every caae will- come to an end in 
yielding its product, and, therefore, each annual 
revenue account, containing revenue produced by 
the sale of that product, must be charged with a 
proportion of the cost of the property before 
there can be any profit for the year. 

Doubtless undertakings with capital invested inconreni- 
in wasting assets of this description are looked wpayia^ 
upon usually as being c 
other kinds of commen 

holders in such companies, as a rule, prefer to 
take their proportion of the surplus receipts in 
the form of dividends, and make their own 
allowance for depreciation. The practice of 
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including, without distinction, capital and income 
in* the annual dividends paid to shareholders is, 
however, becoming increasingly inconvenient, 
and the custom is probably largely responsible 
for the long-continued refusal of the Income Tax 
Authorities, when assessing income tax on such 
undertakings, to allow deduction from the 
annual revenue receipts of the necessary 
provision for wasted capital, with the result that 
income tax is paid by this class of undertaking 
on capital as well as on profits. 
A remedy (or A remedy for the present unsatisfactory 
reduction of State of affairs would be to amend the English 
an example, statute law to enable undertakings of this 
character to gradually repay capital to the share- 
holders by annual instalments, which might be 
paid together with the annual dividends 
representing profit, and shareholders would 
thus receive the same distribution as at present, 
but accompanied by a statement showing how 
much of the distribution was attributable to 
capital and how much to income. The existing 
English law does not recognise the right of any 
joint stock company to reduce its capital with- 
out, on each occasion, going through a number 
of formalities, and then obtaining the formal 
sanction of the Court to this. But in under- 
takings of this kind the capital is, in &ct, 
reduced every year, because each annual divi- 
dend paid to shareholders consists in part, and 
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sometimes wholly consists, of capital, although 
it purports to be pro6t. The result is that a 
company owning a mine originally costing, say, 
£200,000, which in due course has been 
completely worked out, having in the meantime 
returned, say, £300,000 to shareholders in 
dividends, may still show in its accounts a 
capital of £200,000, although the capital is, in 
fiict, nil. 

A great improvement would he effected over niuitratiou 

° ' of proposed 

the present unsatisfactory method of treating remed?. 
the accounts of mining and kindred companies 
if the annual published accounts were so drawn 
as to show, in each case, how much of each 
year's surplus of receipts over working expenses 
— which it is proposed to pay away as 
dividend — is estimated to be capital, and how 
much is income, and the details might be stated 
under the following heads : — 
Cost of ore raised and sold. 

Note. — If the mine had been purchaaed on an 
estimated capacity of 1,000,000 tons, and the 
vendor waa paid jE200,000, or 4b. a too, as 
porchase consideration, then, if 10,000 tona had 
been raised during the year, £2,000 would be 
the cost of this. 

Depreciation of shafts, adits, and under- 
ground developments. 
Depreciation of industrial plant, including 

surface works. 
Balance, being profit. 
At present the amount paid away as dividend 
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includes not only the balance of profit, but also 
the other three items, except to the extent of 
any annual provision which may have been 
made for depreciation of industrial plant, and 
for development redemption. 
Present The apparent illegality of this concealed 

aiiowe reduction of capital has been g'ot over by the 

reduction of decisions in the cases referred to at the end of 
**'" ■ the chapter on "Economic Cost." In these 

cases it has been held that what is known as 
"fixed capital" may be legally sunk and lost, 
and yet the excess of current receipts over 
current payments may be divided, and this is 
what usually happens in a case such as the 
example given in the preceding paragraph. 
Depreciation Main shafts, main adits, shafts which develop 
deTeiopmen't. Ore, and Other underground developments, fall 
strictly under the head of " Industrial Plant," 
but for the purpose of measuring annual depre- 
ciation thereon, this kind of property should be 
treated separately, because the outlay should be 
gradually refiinded out of revenue receipts in 
the proportion which the quantity of the product 
won each year bears to the estimated total 
quantity to which access is expected to be 
gained by such works. 
Accounting The accounting for capital outlay of the 

with in this chapter is com] 
but it is important to keep 
constant watch upon the development of all 
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property of this nature, and to alter the original 
eetimates of volume or capacity whenever this is 
needed, either owing to the progress of knowledge 
or from other cause. Additional capital outlay 
will, doubtless, be incurred from year to year on 
many of these wasting assets, such as recurring 
crops, and works undertaken to develop ore, and, 
therefore, it will probably be found convenient 
to measure the annual depreciation by means of 
a subsidiary accounting equipment similar in 
design to the register of industrial plant, the 
working of which has been fully explained in 
the preceding chapter. Such a register can be 
adapted to all possible conditions, and has the 
advantage of showing clearly, at any time, the 
proportion of outlay incurred, in any year, 
under any head, which has, up to then, been 
refunded out of revenue receipts. This is 
practically impossible if the whole of the 
records are kept in ledger accounts in the 
ordinary financial books. The register is sub- 
sidiary to the capital outlay accounts as recorded 
in the financial books, but it should be periodically 
agreed with the balances of these accounts. 
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CHAPTER IX. 

PURCHASED TERMINABLE ANNUITIES. 

Nature of PURCHASED terminable annuities form a division 

potchnaed 
lerminable 
annuitieB. 



lerminable of wasting assets. They usually run either for a 
life or for a fixed number of years. Life annuities 
are the most common foim, but annuities 
extending over a fixed number of years are 
occasionally, purchased, generally in connection 
with the carrying out of some financial arrange- 
ment. A fixed term exceeding twenty years is 
rare. The rate of interest usually allowed is 
3 per cent, to 3^ per cent, per annum. 
Loans The purchascr of an annuity of either kind 

^th^taterert enters into a transaction the effect of which is 
^j^^ that he lends money at interest to the grantor of 
pajmcnts. ^^ annuity on the terms that the principal sum 
is to be repaid to him, together with interest 
thereon, in equal annual payments. Each 
annual payment contains both principal and 
interest, and the unexpired capital outlay repre- 
senting the present value of the annuity 
diminishes as each annual payment is received. 
lUnstration The following table shows the amount of 

certnia. interest and repayment of principal contained in 
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each payment of an annuity certain for ten years, 
interest being at the rate of 3 per cent, per 
annum. The purchase consideration is £100,000, 
and the annxial instalment received in the form 
of an annuity 19 £11,723. 

Repayment 
of £100,000, with 3 per cent, interest, in ten 
years, by equal instalments of principal and 
interest combined : — 

Annual instalment = £11,723. 



T„. 


'^^t 


^^S^'"' 


™^SS,. 
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£ 


£ 


1 


3,000 


8,723 


81,277 


2 


2.738 


8,985 


82.292 




2,469 


9.254 


78.038 




2,m 


9,632 


63,506 




1,»05 


«,S18 


53.688 




l,«ll 


10,112 


43,567 




1,307 


10,416 


33,160 


8 


flQ5 


10,728 


22,432 


9 


673 


11.050 


11,382 


10 


341 


11,382 




£17.230 


£100,000 



The following table shows the amount of iliiiBtration 
interest and repayment of principal contained in aanuitj. 
each payment of a life annuity, calculated by the 
O"' 3 per cent, table. In the table below it is 
necessary to introduce an additional column 
showing the gain in the event of survival, this 
gain being' equivalent to the loss sustained in • 
those cases where death occurs during the year. 

1.2 r- I 
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In the case assumed the purchase consideration 
for an annuity of £26,021 on a healthy life aged 
eighty is £100,000. 

Repayment 
of £100,000 invested in an annuity on a healthy 

life aged eighty. 

Amount of annuity (by 0"- 3 per cent» table) = 

£26,021. 



aimuitj can 
be easily 
aepamted. 
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T.lu«lnmie. 
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Teat. 
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.nnuity. 
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£ 
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3,000 


23,021 


76.979 


16,567 


93,546 


S 


2.806 


23,215 


70,331 


16.995 


87,326 


3 


2.620 


23,401 


63.92S 


17,442 


81.367 


4 


2,441 


23,580 


57,787 


n,856 


75.643 


5 


2,209 


23,752 


51,891 


18,288 


70,179 


e 


2.106 


23,916 


46,263 


18,738 


65,001 


7 


1,950 


24,071 


40,930 


19,100 


60,030 


8 


1,801 


24,220 


35,810 


19,537 


55,347 


9 


1.680 


24,361 


30,986 


19,911 


50,897 


10 


1,527 


24,494 


26,403 


20,a79 


46,682 



and so on. 

From the above illustrations it will be seen 
that the sums received annually from purchased 
terminable annuities are not income, but that 
each payment consists partly of capital and 
partly of income, and that whenever it becomes 
necessary, for any purpose, the two factors can be 
easily separated. The circumstance that a 
person in receipt of an annuity may, and perhaps 

■ In a group ol enoh caaes, tbie gain, in the event of surviTal, 
would (if the mortality actually experienced agreed with the O"- 
table) be exactly counterbalanced by the correBpouding loss in thaae 
caaen where death occurred during the year. 
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asually doea, elect to expend the whole of the 
amount of the annuity does not affect its character 
in any way, or alter the economic fact that the 
annuitant ia expending both hia capital and his 
income together. 

It will be noticed that the interest foctor interest 
contained in each annual payment, whether diminiBheB 
from an annuity certain or from a life annuity, 
is not a constant annual sum, but diminishes 
year by year. This is, of course, owing to the 
nature of the annuity contract, which is a specific 
agreement under which a certain sum of money 
is advanced in consideration of its being repaid in 
instalments within an agreed time, either fixed or 
ascertainable by average, together with interest 
on the amount of principal remaining from time 
to time outstanding. 
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CHAPTER X. 

PURCHASED TERMINABLE CONCESSIONS. 
LEASEHOLDS. 

Inherently It has already been pointed out, in the chapter 

wasting assetfl . i d i • ,• n- 

aud other on " Waating Assets, that wasting assets tailing 
aseetB. under the first four heads (a) to (^d) there set out 

may be described as inherently wasting assets, 
being represented by a corpus, or fund (apart 
fixjm the value of mere terminable rights to 
future pure profits or increase), which wastes in 
the process of seeking profits ; and, on the other 
hand, that wasting assets felKng under the 
remaining five heads (e) to (*) (which will be 
considered in this and the following chapters) 
are not represented by a corpus, or fund, apart 
from the value of terminable rights to future 
profits, increase, or advantage, and are, therefore, 
not inherently wasting assets. This economic 
diiference should be borne in mind, as it is 
important, especially in connection with an 
income tax assessable upon annual income 
arising annually. An exception to the rule in 
the case of certain kinds of leasehold property is 
referred to later in this chapter. 
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Purchased terminable concessions and Value of 
leaseholds are alike wasting assets, and they and lease- 
are akin to each other to the extent that, subject of righta to 
to the already-mentioned exception in the case proato.^""* 
of certain kinds of leasehold property, their 
values, based on unexpired cost, will be found to 
consist exclusively of rights to receive and enjoy 
profits, increase, or advantage expected to arise 
in future years. The consideration paid for 
purchased terminable concessions, and also for 
ordinary leaseholds, therefore, may be accurately 
defined as payments to the grantor or lessor in 
advance, under discount, of future pure profits, 
increase, or advantage expected to arise. 

A common case of purchased terminable Purchased 
, „ , ,. , . . terminable 

concession is that oi a pubuc authonty ownmg eoncessions. 
the right to carry on some description of public 
trading enterpriae in the nature of a monopoly, 
such as a tramway, which is expected to yield 
annual profits, on the amount of capital required, 
larger than the profits usually sufficient to 
attract capital to an enterprise of that descrip- 
tion. In such a case the public authority may 
either itself raise the capital and endeavour to 
secure the benefit of the large surplus profits 
which should remain after paying the compara- 
tively low rate of interest at which such public 
authorities are still able to borrow, applying any 
surplus to the relief of the rates, or it may sell 
the valuable monopoly for a term of years to 
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men of business, who will form a company to 
construct and work the undertaking. 
Coneidetatdoa The consideration payable for such a conces- 
proflt, pfOd sion is sometimes a very large sum, and it is 
iuaiiBing. important to notice that, whatever form the 
consideration takes, its present value really 
represents a payment made in advance on 
account of pure annual profits expected to arise 
out of the undertaking in the future. It repre- 
sents, in feet, that part of the whole expected 
profit which is surplus profit, in the sense that it 
still leaves sufficient expected profit remaining 
to attract the co-operation of men of business 
and capitalists to the enterprise. 
niustration To illustrate the nature of a purchased 

tellable terminable concession the case may be taken of 
a concession, granted by a municipality to a 
company, to construct and work a tramway for 
a term of thirty years, at the end of which time 
the tramway is to be handed over, iree of cost, 
to the municipality in good working order. 
Suppose the estimated value of the tramway in 
good working order is likely to be £100,000, 
being the estimated value of the " aged " plant 
in an average efficient working condition. 
Annual If the tramway undertaking, held under such 

proylBion for ■■,,•■,■ . i 

eipired a coucessiou, IS properly financed, it must provide 

outlay. out of its annual revenue receipts during the 

thirty years an annual sum of about £3,333, 

equal to one-thirtieth of the total consideration 
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(we chapter on " The Interest Question "), which 
will amount to £100,000 at the end of thirty 
years, in addition to making fiiU annual provision 
out of revenue receipts for depreciation of plant, 
before any balance of annual profit will be avail- 
able for distribution as dividend on its shares. 

The present value of deferred consideration, Nature o( 
payable thirty years hence and likely then to tion. 
amount to £100,000, is about £35,000, and this 
is the cost to the company of the rights to 
future profits which it has purchased. To put 
the matter in another way, the company has 
undertaken to share the future profits with the 
municipality to the extent of consideration 
having a present value of about £35,000, or a 
value at the end of thirty years of £100,000. 

Suppose the capital of the company to be Capital when 
£150,000, of which sum £120,000 will be sunk J^nJ^'**"'^" 
in the original cost of the plant (the new plant 
will absorb more capital than the amount 
permanently required for the " aged " plant), and 
the balance of £30,000 is for working capital. 
The annual surplus of revenue receipts is, say, 
£17,333, which must be applied as follows : — 

Depreciation ... ... ... £5,000 

Provision for expired capital outlay, 
one-thirtieth of £100,000 (see 
chapter on " The Interest 
Question") 3,333 

Profit available for dividend ,.. 9,000 
£17,333 
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Capital wiiea Supposing, on the other hand, that the 

theconsidera- • i , - i i ■ i . i 

tiou haa been Consideration was payable m cash at the 
pai m cas . commencement of the period, the capital required 
would be £35,000 more, namely, £185,000, and 
the annual surplus of revenue receipts, still 
amounting to £17,333, would then be applicable 
as follows : — 

Depreciation ... ... £5,000 

Provision for expired capital outlay, 
one-thirtieth of £35,000 {see 
chapter on " The Interest 

Question") 1,166 

Profit available for dividend ... 11.167 



£17,333 

In this case the annual profit available for 
dividend is £2,167 larger, enabling a dividend 
to be paid on a larger capital. 
Liquidation In both the above cases part of the capital 

whenVecon- would be gradually liquidated out of revenue 
deterred. receipts during the thirty years until the 
amount remaining invested in the under- 
taking is reduced at the end of the period, 
in the first case, to £30,000, and, in the second 
case, to £130,000. The difference is owing to 
the fiict that in the first case the tramway is to 
be handed over, free of cost, to the municipality 
in good working order, and thus at that time no 
payment will be made to shareholders by the 
municipality for the then existing plant, worth 
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about £100,000, which was purchased with 
the shareholders' capital. In these circum- 
stances it has Iwen necessary to apply the larger 
sum of £3,333, out of the annual surplus ot • 
revenue receipts, to gradually liquidate, during 
the thirty years, that part of the capital 
represented by the estimated value of the plant 
existing at the end of the period, which the 
municipality will take over free of cost. 

In the second case, the original capital liquidation 
investment of £186,000 would be partly wiientiiecon- 

... . Biderationlias 

liquidated during the thirty years, until, at the been paid in 
end of the period, it should stand aft £130,000, 
of which £100,000 would be payable by the 
municipality for the value of the then existing 
plant (in this case the municipality was paid the 
£35,000 purchase consideration in cash at the 
commencement of the period), and £30,000 
would be realised from the sale of such assets as 
debts, stock, &c., in which the working capital 
of £30,000 will be found still invested. The 
balance of £55,000 would have been gradually 
hquidated out of revenue receipts retained in hand 
during the thirty years, as to £20,000 released 
from the plant, which, when new, cost a£l20,000, 
but has an average value as "aged" plant of 
£100,000 only, and as to £35,000 the total 
amount allocated out of profits to refund the 
cost of the concession. The original capital of 
£185,000 has thus been kept intact, and will all 
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be duly repaid to shareholders at the expiration 
of the concession. 
Difference in It is important to notice that, assuminff equally 

the financial , , ' , ' ~^ ^ . 

reauita when Capable management and other equal economic 

consideration -, . ,, , , „ 

deferred and conditiona, the annual surplus of revenue 
^^Z" " receipts of the tramway undertaking would be 
jGI 7,333, whether it be carried on by the 
municipality or by a company acquiring the 
concession under the terms set out in either the 
first or the second case. Of this £17,333, 
£12,333 is pure annual profit. 

It may also be noticed that the terms upon 
which the company acquires the concession in 
the first case, when the consideration is payable 
at the end of the period, give the most favour- 
able results to the shareholders. In that case, 
the average capital employed during the period 
of thirty years will be about £90,000, while the 
annual profit available for dividend is £9,000, 
or sufficient to pay 10 per cent, per annum. In 
the second case, £35,000 is taken as being 
present consideration, payable in cash, alternative 
to about £100,000, payable thirty years hence, 
the basis being the 3 per cent, compound interest 
table. Here the average capital employed will 
be £157,500, and the profit available for dividend 
£11,167, or sufficient to pay about 7 per cent, 
per annum. ■ The reason is that the fects assumed 
in the first case operate to defer a present 
payment of £35,000 for thirty years, charging. 
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in the meantime, only 3 per cent, compound 
interest thereon, and thus the additional £35,000 
capital needed in the second case is, in effect, in 
the first case allowed by the municipality to 
remain outstanding for the term of thirty years 
at a low rate of interest, leaving, therefore, a 
larger proportion of annual profit available to 
pay dividends on a smaller capital. 

It often happens in carrying on an under- Legal tadii- 
taking, and especially a terminating undertaking, to eonbie 
as in the cases set out above, that a large amount c^tai to be 
of the capital originally required and invested I^rfioWerB. 
for the purposes of the business becomes 
gradually released during the period of carrying 
on the business, and is not likely to be required 
again. In such cases some easy means should 
be provided by law to enable a company to 
gradually repay capital sums to the shareholders 
by annual instalments, which might be paid 
together with the annual dividends. The top of 
the payment warrant for each such compound 
remittance should contain a statement showing 
clearly how much of the amount is repayment of 
capital and how much is annual dividend. As 
the English law stands at present, the only 
means of gradually repaying capital which is 
not needed appears to be for the shareholders 
to exchange their share holdings in the company 
for holdings represented by debentures, which 
may legally be repaid ; but this is a clumsy 

--gk 
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method, and one which is rarely resorted to. 
This matter has been ah-eady referred to in the 
chapter on " Natural Raw Material," when 
discussing the financial treatment of mines and 
other terminating enterprises. There can be no 
doubt that the absence of legal facility for 
repaying surplus capital strongly encourages the 
payment to shareholders of the annual surplus 
revenue receipts as dividend, though in reality 
they consist not only of profit, but also of the 
proceeds of capital investments which are being 
gradually liquidated. 

The consideration paid for leasehold property 
is the rent of fixture years paid in a lump sum 
in advance by the lessee to the lessor, and, as 
time expires, therefore, the surviving exchange- 
able value of leasehold property, based on its 
unexpired cost, which is the only fiictor entering 
into commercial accounting, becomes less. 

When leasehold property is held under a 
grant in the common form, the consideration 
paid usually entitles the lessee to the use of the 
land and buildings for a fixed term of years, 
subject to his undertaking to repair and maintain 
the property at his cost during that term. The 
exchangeable value of such leasehold property 
at any time based on its unexpired cost is, 
therefore, represented wholly by rights to pure 
profit, increase, or advantage expected to arise in 
future years, and it is thus a wasting asset of a 
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nature similar in this respect to that represented 
by purchased terminable concessions. 

Leasehold property is also held under a less Ee^aira and 
common form of grant, which entitles the lessee atco»tot 
to the free use for a fixed term of years of land 
and buildings, &c., which are, during the term, 
to be maintained and upheld by, and at the cost 
of, the lessor, in which case the consideration 
paid will include not only the net annual value 
of the property during the years of the term, 
but also a sum covering the estimated cost of 
repairs and maintenance during that term. In 
this case, therefore, the exchangeable value of 
the leasehold property, based on its unexpired 
cost, includes not only the right to the use and 
enjoyment of the premises during the term, but 
also the right to call for the performance, free of 
charge, of the necessary repairs and maintenance. 

To the extent, therefore, that the value of importiuice 

,,,1-, I , . -1°* diBtinctioft 

such leasenola property, based on its unexpired between the 
c(»st, consists of rights to call for the free wasting 
performance of such services, it represents an 
inherently wasting asset, and, in view of the 
importance of the distinction between the two 
kinds of wasting assets in the scheme under 
which British income tax is assessed on annual 
value, as it arises annually, at its source, it is 
worth noticing that this particular class of lease- 
hold property appears to be the only kind of 
wasting assets which cannot be classified with 
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precision, either' as belonging to the class of 
inherently wasting assets {see chapter on 
"Wasting Assets") or to that other class of 
wasting assets whose value is represented 
wholly by rights to pure profit, increase, or 
advantage expected to arise in future years. 
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CHAPTER XI. 

COFYBIOHTS, PATENT EIGHTS, GOODWILL, 
TRADE HARKS. 

All forms of exchangeable value represented by ciu>iBct«Tia- 
unexpired capital outlay on the purchase of copy- to th^"*° 
rights, patent -rights, goodwill, and trade marks J^^ 
are wasting assets, and they have the common 
characteristics that their value arises out of work 
done in seeking profit, increase, or advantage 
which has not yet been fully realised. All 
capital outlay on property of this description is 
subject to depreciation due to expiration of time 
and obsolescence. Wasting assets of this nature 
are not inherentlj' wasting assets, being repre- 
sented only by mere rights to future profit, 
increase, or advantage expected to arise in future 
years. 

Whenever monetary or other consideration Nature ot 
passes from one party to another for the transfer eichangeabie 
of the ownerehip of this kind of property, the 
payment is in effect the carrying out of an agree- 
ment under which the purchaser pays in advance 
to the seller a share of a portion of the profits 
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expected to arise in future years. These 
expected profits may or may not arise, but of 
this the purchaser takes the risk. It is important 
to observe that, except where property of this 
kind has been transferred from one person to 
another for valuable consideration, there is no 
capital outlay, and, therefore, there can be no 
expired capital outlay to be refunded out of 
future profits, except, perhaps, the actual cost of 
obtaining patent rights or developing goodwill, 
which may have been charged in the accounts as- 
capital outlay. 

The portion of the expected fiiture profits 
lurpius which has exchangeable value is only the surplus 

profits, that is, the amount by which the fiature 
profits is likely to exceed the sum needed to 
attract ability and capital to the enterprise. If 
the whole expected iuture profits is not more 
than sufficient to adequately reward the ability 
and capital needed to earn those profits, then no 
present exchangeable value can exist 
Proviaioii tor The obligation to make regular provision out 

capital of annual profits for expired capital outlay on 

property of this description is, if rightly con- 
sidered, quite unaffected by the circumstance 
that, either at the time of purchase or at any 
subsequent date, the property may he worth more 
than the price paid for it. The question is not 
the present exchangeable value of the property, 
but the proportion of the capital outlay on 
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the purchase of the wasting assets which has 
expired. If the wasting assets repreaented by 
the capital outlay are not permanent, then any 
enjoyment of the limited opportunity for their 
economic use in revenue earning must be paid 
for, because the wasting assets, be their value 
great or sm9,ll, are concurrently becoming' 
exhausted, and so are nearer their end, and the 
capital outlay thereon has by so much expired. 
In other words, the whole usable capacity 
(apart fixim monetary value) of wasting assets is 
represented by the capital outlay thereon, and 
the capital outlay expires simultaneously 
with the usable capacity, which must always be 
a decreasing quantity. 

The author may elect to retain the copy- oopyrightB. 
right of his works in his own hands, being content 
to receive the yearly income as it arises, instead 
of compromising the matter by parting with his 
rights to future profits in exchange for a present 
payment in cash or other consideration. The 
exchangeable value of a copyright (if any) 
exists, though it may never have passed from 
one to another by sale and purchase. But the 
financial position of the author-owner of a copy- 
right is different from the financial position of 
the purchaser-owner to the extent that whereas 
the former may take and enjoy the whole of the 
annual profits arising from his work, the latter 
must first refund out of those annual profits the ■ 

."'. ik 
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share which he has already paid in advance to 
the author, in the form of purchase consideration, 
for the copyright. 

The inventor may elect himself to manufac- 
ture and sell the subject-matter to which his 
protected inventions apply, and in that case he 
may safely take and spend the whole annual 
profits arising, without reference to the facts that 
the limited term of the patent rights is expiring, 
and that competition, obsolescence, and other 
change, must inevitably destroy the demand at 
some future time. But the purchaser of patent 
rights, on the other hand, must have due regard 
to these facts, and must set aside out of his 
annual profits the estimated share which he has 
already paid in advance to the inventor. 
Subsequent fluctuations in the market vplue of 
an invention do not affect the obligation to 
refund, out of every hundred pounds of profits 
earned, the percentage which has already been 
paid in advance to the inventor. The percentage 
may be either large or small, but the principle 
which necessitates some provision is clear. 

It is said that the term " goodwill " has two 
meanings, which may be conveniently dis- 
tinguished as personal and local goodwill. 
Personal goodwill is that interest which is sold 
along with a profession, and is transferable from 
one person to another by the recommendation of 
the seller, and his agreement not to compete with 
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the buyer, as when a doctor or a dentist sells his 
practice. Local goodwill is the exchangeable 
■\'alue attaching to a particular business, at a 
particular place, or, as Lord Eldon defined it, 
'* the chance that the old customers will resort 
to the old place " without the further advantage 
of personal stipulations with the seller, as 
in the sale of such a business as " The 
Railway Hotel " or " The Market Shop." Local 
goodwill of this description, however, forms part 
of the annual value of the premises, for though 
it may have been created by the personal ability 
and industry of the owner of the business, yet it 
vests in the person entitled to the occupation of 
the premises. Capital outlay on this kind of 
property is for this reason generally described as 
'* LeasehoMs and goodwill." There is also 
anoth^ kind of goodwill, the value of which 
resides in the right to the use of well-known 
trade names, such as " Bass," " Guinness," 
"Dunlop" ; and of trade marks, such as the 
registered design of a hand or a plough. 

The argument is sometimes used that Goodwin 
goodwill can only be written off when its value written'off. 
undoubtedly exists ; that is to say, when the 
profits of the particular undertaking are so large 
that there is a surplus over and above the 
amount needed for the ordinary reward of the 
ability and capital devoted to the business. But 
this is surely a misapprehension, unless, indeed, 
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it can be shown clearly that the particular future 
surplus profits, which have been already advanced 
to the seller in the price paid for the goodTvill", 
were actually expected to arise at a still 
later date from the work of the seller. The 
bargain has been made, and the expired capital 
outlay must be duly refunded out of future profits 
with the same certainty that the money paid for 
current expenses must be refunded out of revenue 
receipts if a correct statement of the owner's 
economic profit and loss is required. 
Subrtituted I* Cannot be too clearly stated that the 

^^^^8 obligation to refund, out of future profits, the 
!ato^tive. expu-ed capital outlay on goodwill is neither 
excused nor lessened by the fiict that there may 
be fresh goodwill arising out of the exceptional 
ability of the present management, or out of any 
unexpected later developments of the business, 
of an exchangeable value as great, or greater, 
than the amount originally paid. In other 
words, exchangeable value arising from unex- 
pected developments taking place subsequently, 
and which was, therefore, not included in the 
original capital outlay, cannot properly be 
substituted for that which has expired. Other- 
wise, by parity of reasoning, any undertaking 
would be entitled to add to revenue, and 
charge to capital outlay, sums purporting to 
represent the exchangeable value of self-ci^eated 
goodwill. 
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It is sometimes argued that an increase in 
the value of the goodwill of an undertaking is goodwill la 
part of the annual profit, on the ground that it is ^naaOprofit. 
an increase in the present exchangeable value of 
the concern. Such an increase in exchangeable 
value is clearly distinguishable from the annual 
profit which actually arises, year by year, out of 
the business of an undertaking. Any increase 
in the value of the goodwill is merely the present 
value of the right to receive, if and when 
realised, at a future time, certain surplus profit 
expected then to arise out of the business. 

Suppose the proprietor of a well-established niustration 

A of accounting 

business, in which *10,000 capital is invested, for capital 
and which earns a regular profit of £3,000 per goodwiu. 
annum, sells the whole undertaking to a company 
for £25,000. The capital of the company will 
be £25,000, represented by assets in the following 
form : — 

£ 

Goodwill 15,000 

Other assets, less liabilities ... 10,000 

£25,000 

The question. How is the £15,000 to be refunded 
out of the profits of future years ? is not easy to 
answer, but there is no doubt that it should be 
so refunded. The sum paid for goodwill must 
, -have some relation to the amount of the estimated , 
fiiture profits, and the value of the goodwill in a 
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caae such as that set out above is generally fixed 
by multiplying the past average annual profits by 
three, five, or more, this being known as the 
three, five, or other years' purchase basis. 

It is suggested, therefore, that the least that 
can be done is regularly to appropriate some 
percentage of future profits to write down 
expiring capital outlay of this nature. The 
benefit of the estimated value existing at the 
time the goodwill was purchased may possibly 
extend to fifty years, or even more in some cases, 
but the period is more likely to be between 
ten and thirty years. If the basis of some per- 
centage of future profits be adopted, it will be 
necessary to estimate the period over which the 
benefit will extend, and also to estimate the total 
profit likely to be earned during that period. 
This should not be impossible, because, in fixing 
the existing value of the goodwill, some attention 
must already have been given to these aspects of 
the matter. 

In the case of the well-established business 
mentioned above, if the benefit period was 
estimated to extend to twenty-five years, and the 
total profit to be earned during that period was 
estimated at £75,000 (£3,000 X 25), then 20 
per cent, of the annual profits must be 
appropriated each year to answer the expired 
capital outlay on the goodwill, this being the 
percentage which £15,000 bears to £75,000. 
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Assuming then, for the sake of illustration, that 
the annual earnings of the business remain 
constant after its transfer and are exactly as 
before, they would be applicable as under : — 

Written off goodwill, 20 ■ per 

cent, on £3,000 600 

Profit available for dividend on 

the share capital of £25, 000, 

being at the rate of £d 12s. 

per cent, per annum . . . 2,400 

£3,000 

It is undoubtedly sound financial policy to 
appropriate the largest possible sums out of 
surplus profits to write down the book value of 
goodwill, and it is as certainly unsound policy 
to wait for surplus profits to become available, 
for it is clear that at least some percentage of 
all profits earned should be regularly appro- 
priated for this purpose. 
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CHAPTER XII. 

WASTING ASSETS AND AN INCOME TAX ON 
ANNUAL INCOME. 

In order that an annual income tax may be 

equitably levied on annual income arising, it is 

computing obviously uecessary that reasonably accurate 

and'losT* methods of computing annual profit and loss 

shall be in common use, as otherwise considerable 

difficulty is sure to arise in making the annual 

assessments on the sums upon which the tax is 

to be levied, leading to mischievous friction 

between the taxing authorities and the taxpayers. 

Danger o£ An income tax on annual income arising 

income tax should doubtless bc levied on the nearest possible 

is not approximation to true annual economic profit, 

and on nothing else. This is important, not 

only because it tends to prevent excessive 

friction and difficulty arising in the collection of 

the tax, but also because the alternative, 

frequently involving the taxing, as income, of 

sums which consist partly of capital, gives an 

apparent official sanction for treating such sums 

as being economic profit, and, therefore, as being 

wholly distributable as dividend, although a 

large part may be nothing but capital which was 
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originally invested in wasting assets, and has 
subsequently, in the ordinary course of the 
business, passed again into the form of cash. 
This subject is dealt with in the chapter on 
*' Fixed and Floating Capital." 

The assessment of an annual income tax Opportunity 

Trt- 1 . ■ to encourage 

must always present great difficulties, owing proper 
largely to failure on the part of vast numbers of 
those liable to be assessed to an income tax to 
keep proper and adequate accounts, and thus, 
when laying down rules for assessing an annual 
income tax, it seems well worth the serious 
consideration of the executive of any State, 
obtaining part of its revenue from this source, 
whether special consideration should not be 
shown to individuals and corporations who give 
proper attention to accounting (an ever- 
increasing number) to the extent of accepting, 
subject to necessary adjustments, the amount of 
the annual profits shown by their regular and 
properly prepared accounts as the amount upon 
which income tax is to be assessed. Thus the 
capital of all such individuals and corporations, 
heing systematically accounted for, would escape 
taxation aB income in passing, from some form 
of fixed capital outlay, again into the liquid 
form of cash. 

Owing largely to the absence of systematic Surpias of 
accounting, an income tax is of necessity at receipts t*r.iM 
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representing the surplus balance of annual 
revenue receipts over revenue payments, made 
in or about the period covered by the accounts, 
rather than upon the true economic profit, and this 
certainly tends, as above suggested, to encourage 
and give official sanction to the annual 
distribution, by corporations and other publit 
undertakings, of amounts in excess of the actual 
annual profits earned, resulting in widespread 
financial evils, the magnitude of which is little 
understood. 

British British income tax is levied under the 

provisions of the Income Tax Act, 1842,. 
modified by a number of subsequent enactments, 
and, according to the statute law, it is assessable 
annually on annual profits arising. The Income 
Tax Act, 1842, was a reprint of the Income Tax 
Act, 1806, with a few additions. The tax wtis, 
for many years after its re-introduction in 1842, 
considered to be of a temporary nature, and it is 
only in recent ye^rs that it has been officially 
acknowledged as a permanent instrument of 
revenue. 

origiDBi In 1842, when the present Income Tax wa& 

diOlcuUieB . . .... 

and Bchsme reunposed as a temporary measure, the conditions 
of commerce were very different to those now 
existing, aud scientific accounting was practically 
unknown ; thus at that time it was a matter of 
the utmost difficulty to assess the annual profits 
or losses arising from the vast number of 



WASTING A8BET8 AND AN INCOME TAX. 173 

separate businesses then carried on by individuals. 
An official scheme of assessment of annual profits 
was, however, gradually evolved to meet the then 
existing conditions, under which rules were laid 
down for the guidance of the staff of the Inland 
Revenue Department to enable them to deter- 
mine what expenses were to be allowed as 
deductions from revenue receipts in assessing 
annual profits, and what, at that time, were to 
be disallowed. 

This scheme of assessment of annual profits Antiquated 

preoedeats. 

was gradually developed, and the necessanly 
arbitrary rules made under it were largely 
"upheld in the early cases decided by the Courts 
of Law, thereby forming precedents which have 
evidently influenced more recent decisions in 
comparatively enlightened times, and thus the 
present British income tax law is based largely 
upon the original scheme of assessment, framed 
for the collection of a supposed temporary' tax, 
at a time when commercial conditions were very 
different, and when scientific accounting was 
unknown, and it certainly needs amendment, 
particularly as regards the allowance of deduction 
from annual revenue receipts of expired capital 
outlay on inherently wasting assets. 

Under these circumstances it is not surprising Expired 
that there is often a wide difference between the largely 
official view of annual profit and the view of 
the taxpayers on the subject. This arises 

- . <^k 
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Inadequate 
allowancee 
Bud inade- 

metbods of 
accounting. 



principally from the feet that the oflBcial method 
of assessing profits under the scheme of assess- 
ment seeks to confine the deductions allowed 
iirom annual revenue receipts to those expenses 
which are payable in cash in or ahout the year 
of assessment, and seeks to ignore, or to 
recognise grudgingly, that important factor of 
economic cost which is represented by expired 
capital outlay on inherently wasting assets. 

Deduction is allowed (under Section 12 of 
the Customs and Inland Revenue Act, 1878) 
foi" diminished value by reason of wear and tear 
of machinery, plant, and ships ; and, in certain 
cases, deduction is allowed for diminished value 
due to obsolescence ; but inherently wasting 
assets cover a much wider field, and even the 
allowances granted for wear and tear of machinery, 
plant, and ships are often inadequate, owing, no 
doubt, largely to the inadequate and irregular 
manner in which this important factor of cost is 
still treated in commercial accounts. 
Wear and The allowance granted for diminished value 

computed on by i^cason of wear and tear, during the year, of 
iaiance of machinery or plant, is most commonly computed 
by the Income Tax Authorities by deducting a 
percentage from the reducing balance of cost of 
the machinery or plant. It has already been 
demonstrated in Chapter VI. that this method 
is absurdly inadequate ; but while it remains in 
common use in commercial accounting, the 
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Income Tax Authorities can scarcely adopt 
another method. Complaint is often made that 
the rate per cent, allowed on this basis is too 
low, but it should not be overlooked that the 
rate allowed must not provide more than a fair 
annual amount for the first year ; thus, on this 
basis, if the estimated life of the plant is twenty 
years, the rate allowed in the first year must be 
Umited to five per cent., for otherwise the 
allowance, for that first year, will be excessive. 
The fact that it takes about fifty-eight years to 
write off the cost of plant, having a scrap value 
of five per cent., if a rate of five per cent, on 
the reducing balance of cost be employed, is no 
reason for allowing more than an adequate 
amount, being one-twentieth of the cost, out of 
the revenue receipts of the first year. 

It seems to be commonly overlooked that Amoantof 
Section 12 of the Customs and Inland Revenue allowance is 



allowance for diminished value by reason of wear 
and tear of any machinery or plant in the 
absolute and unfettered discretion of the Commis- 
sioners for general or special purposes. The 
Commissioners — chosen from the general body 
of taxpayers — appear therefore to have power to 
determine the amounts of allowances for wear 
and tear, without consulting or referring to the 
taxing officers, and, although this power does 
not seem to be often independently exercised, it 
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is well that its exiatence should be borne in 

mind. 
Nature of In considering the deduction of expired 

fur capital outlay which should be allowed from 

diminished , . ■ . ■ , 

value whicii annual revenue receipts, it is important to bear 
properly be in mind that expired capital outlay on wasting 
asaets, other than inherently wasting assets, 
cannot properly be claimed as a deduction from 
annual revenue receipts in assessing annual 
profit for income tax purposes. As already 
explained in previous chapters all these other 
wasting assets consist exclusively of purchased 
rights to future pure income expected to arise 
over a series of later years, when it will become 
taxable ; and if deduction, from annual revenue 
receipts, of this kind of expired capital 
outlay were allowed, British income tax could 
be largely evaded by the simple process of 
selling to another person the rights to the future 
income, thereby enabling not only the original 
owner to secure that future income free of 
tax in advance of the years in which it will 
arise and become normally chargeable with 
liritish income tax, but also enabHng the 
present owner to secure it free of tax, for 
he would be entitled to set off his expired 
capital outlay, represented by the consideration 
paid by him for the future profits (a lump 
sum not then assessed to income tax), against 
the actual profits he received each year, and 
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I 
SO the annual income would escape taxation '■ 

altogether. j 

Such wasting assets, which are not inherently WaatmR 

, , aseete which 

waetina: assets, include, for income tax purposes, are not 

° . ' ' r r . Inherently 

the tollowmg ; — wasting 

Capital invested in purchased terminable 
concessions, 

Leaseholds, 

Copyrights, 

Patent Rights, 

Goodwill and Trade Marks ; 
but it is important to notice that deduction 
of expired capital outlay invested in wasting 
assets of this natui-e should be allowed for 
income tax assessment purposes, whenever 
the original owner would not have been 
subject to British income tax, if the source 
of income bad remained in bis hands. 
An instance of such an exception would be 
capital invested in a purchased terminable 
concession outside the United Kingdom, for here 
the original owner of the source of the future 
annual profit to arise would not have been 
subject to British income tax, and, therefore, the 
expired capital outlay necessary to be refunded 
out of revenue receipts, before any annual profit 
can result, should be allowed as a deduction from 
revenue receipts in assessing British income tax. 
The assessment to British income tax of the 
whole of the annual profits arising from such 
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Deduction 
allowed tar 
repairs. 



foreign concessions must tend to restrict, and 
sometimes even to prohibit, all transfer business 
of this nature, which is, of course, always open to 
the bids of financiers in the other countries 
of the world. 

It has already been pointed out, in the 
chapter entitled " Purchased Terminable Conces- 
sions. Leaseholds," that leaseholds, under which 
the lessor not .only grants to the lessee the right 
to the use and enjoyment of the property during 
the term of the lease, but also himself undertakes, 
either wholly or partially, to repair the property, 
free of charge, during that term, are to some 
extent exceptional. Thus the capital outlay on 
leasehold property of this particular kind appears 
to represent the only description of wasting 
assets which cannot be clas8ifi,ed with precision 
either as belonging to the class known as inhe- 
rently wasting assets {see chapter on " Wasting 
Assets ") or to that other class of wasting assets 
whose value, based on unexpired cost, is 
represented wholly by rights to pure profit, 
increase, or advantage expected to arise in future 
years. It is necessary, therefore, to consider the 
treatment of this kind of property in connection 
with the scheme of assessment of British income 
tax. 

British income tax is assessed upon lands or 
houses under what is known as Schedule A, the 
annual value being estimated otherwise than by 
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relation to profits. The annual value is estimated 
without allowing any deduction for the cost of 
repairs, or for depreciation, and formerly the 
income tax had to be paid upon that amount. 
But now, under Section 35 of the Finance Act, 
1894, the assessment on lands, inclusive of the 
farmhouse and other buildings (if any), is 
reduced by one-eighth, and upon any house or 
building (except a fiirmhouse or building included 
with lands in assessment) by one-sixth, in respect 
of the cost of repairs, both deductions being 
subject to certain restrictive safeguards contained 
in the section. The relief granted by this section 
is evidently, and according to official interpreta- 
tion, intended to apply to the cost of repairs 
only. 

It has been said that the owner of leasehold No further 

,,,,,,,, , , allowBnpe for 

property which the landlord has undertaken to depKciatjon 

, . , . , „ . of leaseholds 

keep 3n repair is the owner of a wastmg asset, iapermiBsiWe. 
the value of which, based on cost, includes 
something more than rights to future pure 
profits, and is, therefore, to that extent an 
inherently wasting asset. But, under the 
provisions of Section 35 of the Finance Act, 
1894, the owner of such leasehold property gets, 
by way of deduction from the assessment, an 
annual allowance for repairs equivalent to the 
annual waste of that part of the cost of the 
property which was in respect of the cost of 
future repairs to be done by the lessor. The 
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lessee has, in effect, merely paid the cost of 
repairs in advance as part of the cost of the 
lease, and is not entitled to any more con- 
sideration on this account than the lessee, 
who, having paid less for his lease, himself 
pays the cost of repairs as and when incurred 
from year to year. Owners of leasehold 
property of both classes get an allowance of 
one-sixth from the assessment to cover the 
cost of annual repairs. 
Dedu tion Some further relief from income tax under 

mamenanoe. Schedule A is granted under Section 69 of the 
a an , Finance Act, 1910. This section applies only to 
managemeDt any land (inclusive of fermhouses and other 
farm buildings, if any) the assessment on which is, 

for the purpose of collection, reduced under 
Section 35 of the Finance Act, 1894, and to any 
houses the annual value of which, as adopted for 
the purpose of income tax under Schedule A, does 
not exceed eight pounds, the assessment on 
which is so reduced. House property, therefore, 
is practically altogether excluded from the 
operation of the section, the practical effect of 
which is to enable the owners of land and fiirm 
buildings, as well as of the smallest class of 
house or cottage, to obtain a further allowance 
to cover the cost of maintenance, repairs, 
insurance, and management, bringing the maxi- 
mum allowance up to a sum equal to 25 per cent, 
of the assessment. 
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It is interesting to note that, for the Maintenance 

includes coat 
purposes of Section 69 of the Finance Act, 1910, otrepiace- 

. n ■ 1 1 1 1 mentot fann 

the term "mamtenance includes the replace- buiidingi-.ftc. 
ment of farmhouses, farm buildings, cottages, 
fences and other works where the replacement 
is necessary to maintain the existing rent. 
This is the first statutory recognition that 
depreciation must be allowed as a deduction, in 
some way or another, in computing the net 
annual value of land and house property. The 
allowance in this case is, however, treated as if 
the depreciation occurred at the date of the 
renewal, instead of, as the fact is, gradually over 
the efficient life period of the buildings, fences, 
and other works. 

As regards depreciation allowances, therefore shortcomings 

, , , . . °^ present 

(an important part of economic cost), it is acheme of 
evident that the present scheme of British income tai 

assessment 

income tax assessment lalls short of a system as regards 
which would enable income tax to be levied on allowances. 
the nearest possible approximation to true 
annual economic profit in many important 
respects, and these may be summarised as 
follows : — 

faj The allowance for depreciation of macliiiiery 
or plant, granted under Section 12 of the OuBtoms and 
Inland Revenue Act, 1878, ia often inadequate, 
and the legal definition of macliinery or plant is 
inconrenientl; restricted. 

fbj No depreciation is allowed on builinga, save 

■' - <<k 
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tbe cost of replacement of farm buildinge, &c., which 
is allowed under certain conditions (Finance Act, 
1910). 

(c) No depreciation is allowed on furniture and 
fixtures, although it is the practice not to raise any 
objection to allowing the cost of replacemente, if and 
when incurred. 

(A) No depreciation is allowed on the mass or 
source of any natural raw material, such as coal, 
iron, Ac, or in respect of timber and other kinds of 
growing plants yielding recurring crops. 

(e) No depreciation is allowed in respect of the 
cost of sinking vertical shEifts undertaken to obtain 
aocess to natural raw material. 

(f) No depreciation is allowed on the capital 
element in purchased terminable annuities. 

Further, it is suggested, on grounds of public 
policy, that in assessing income tax, deduction 
should be allowed for expired capital outlay 
invested in the purchase of wasting assets 
(other than inherently wasting assets), such as 
purchased terminable concessions, patent rights, 
and the like, in all cases where the original 
owner would not have been subject to British 
income tax if the source of income had remained 
in his hands. The reason for this has already 
been stated in this chapter. But while it is clear 
that, as regards the deductions allowed from 
gross income for annual depreciation (expired 
capital outlay), the present scheme of British 
income tax assessment leaves much to be desired, 
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it must he admitted that this is largely due to 
the almost universal neglect on the part of the 
commercial community to make systematic and 
regular provision for this important part of 
economic cost. 



DD.:ea by Google 



by Google 



APPENDIX. 



DD.:ea by Google 



186 
TABLE showing the proportion of the whole-life 
comparison with the proportion of the cost ch 
distribution in common use :— 
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